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FINANCIAL SERVICES AND GENERAL GOV-
ERNMENT APPROPRIATIONS FOR FISCAL
YEAR 2008

FRIDAY, MARCH 9, 2007

U.S. SENATE,
SUBCOMMITTEE OF THE COMMITTEE ON APPROPRIATIONS,
Washington, DC.

The subcommittee met at 8:50 a.m., in room SD-138, Dirksen
Senate Office Building, Hon. Richard J. Durbin (chairman) pre-
siding.

Present: Senators Durbin, Bond, and Allard.

COMMODITY FUTURES TRADING COMMISSION

STATEMENT OF HON. REUBEN JEFFERY III, CHAIRMAN
ACCOMPANIED BY:

MIKE DUNN, COMMISSIONER
WALT LUKKEN, COMMISSIONER

STATEMENT OF SENATOR RICHARD J. DURBIN

Senator DURBIN. Good morning and welcome. I'm going to start
a few minutes early, which is totally atypical of Capitol Hill but it’s
an indication of the fact that we are going to have a rollcall vote
at about 9:30 and I have a dual responsibility of chairing this im-
portant subcommittee and serving as majority whip on the floor. So
I'll have to be there right as the rollcall begins and we’ll have to
interrupt this hearing for a brief time, as two votes are taken. So
I apologize to those who may be a little bit surprised by a 10-
minute earlier start but I hope that we can get this underway,
make some progress, break for the votes and return and conclude.

I'm pleased to welcome those who are in attendance to the first
in a series of public hearings we’re going to conduct to consider the
funding requests of several of the dozens of Federal agencies within
the jurisdiction of this new Appropriations Subcommittee on Finan-
cial Services and General Government.

I appreciate the willingness of those who are in attendance to ac-
commodate their scheduling to the date, time, and location. I'm
glad you’re all here. I welcome my colleagues who will join me, I'm
sure, as the subcommittee hearing is underway. This morning, we
will be hearing from two distinguished panels of witnesses.

First, I'm pleased to welcome Chairman Reuben Jeffery of the
Commodity Futures Trading Commission (CFTC). I believe Com-
missioner Mike Dunn is here. I don’t know if Mr. Lukken is in at-
tendance at this point but he may join us a little later.

o))
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Our second panel will feature testimony from Steven Preston,
Administrator of the Small Business Administration (SBA). To a
casual administrator, these two agencies may seem quite dissimilar
and oddly matched. Certainly their assigned missions and obliga-
tions are distinctive yet both of these agencies occupy pivotal posi-
tions at the forefront of stimulating economic growth in our coun-
try.

The Commodity Futures Trading Commission, created in 1974, is
responsible for fostering the economic utility of futures markets by
encouraging their competitiveness and efficiency, their integrity
and protecting market participants against manipulation, abusive
trade practices and fraud. That oversight and enforcement mission
becomes tangible when you consider that the prices established by
the futures market directly or indirectly affect the lives of all of us.
Futures prices impact the prices we pay for necessities of life—our
food, clothing, shelter, fuel for vehicles, and heat in our homes.
Moreover, since the agency’s inception, there has been a remark-
able transformation in this futures industry. Thirty years ago, the
vast majority of trading occurred in the agricultural sector. Today,
novel, highly complex financial contracts based on such things as
foreign currency, interest rates, Treasury bonds, weather, real es-
tate, economic derivatives, stock market indices—the list goes on.
But that list has gone far beyond the original mission of agricul-
tural contracts.

Financial derivatives now comprise approximately 82 percent of
all exchanged derivative activity, 8 percent for agriculture. Ever ex-
panding complexities pose ever demanding challenges. I'm proud to
have the two largest futures exchanges in the United States, the
Chicago Mercantile Exchange (CME) and the Chicago Board of
Trade (CMBOT) headquartered in Illinois and one of CFTC’s three
regional offices located there as well. These exchanges recently set
an all-time total daily trading volume record of 24,915,515 con-
tracts cleared through CME, CMBOT Clearing Agreement.

The President’s budget proposes $116 million in funding for the
CFTC for the next fiscal year. This sum represents a hike of 18
percent over the $98 million provided for fiscal year 2007 under our
continuing resolution. It is 9 percent below the $127 million level
the President sought in fiscal year 2007.

Now the Small Business Administration will follow after the
CFTC. It was established in 1953. We know its general mission to
promote and protect the viability of America’s entrepreneurs,
innovators, and small business owners. In my home State of Illi-
nois, the contributions of the estimated 1,087,700 small businesses
are critical to our economy, creating over 2.6 million jobs in my
State. Our Nation depends on the SBA to ensure that capital as-
sistance is available for those who need it the most.

Like the CFTC, the SBA has experienced dramatic growth in the
programs it offers. SBA’s programs now include financial and Fed-
eral procurement, management assistance, specialized outreach to
women, minorities, and Armed Forces veterans.

For the Small Business Administration, the President seeks $464
million in new budget authority for the next fiscal year. No new
budget authority is requested for disaster loan programs, since
there are sufficient carryover balances to operate them. The
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amount requested is a reduction from the last fiscal year’s con-
tinuing resolution of $108 million. This can be attributed to the
fact that funding was provided in that continuing resolution for dis-
aster loan administrative expenses and no new funds are requested
for that purpose.

There are many questions that I will raise about the SBA as we
get into it, particularly about the microloan program but in the in-
terest of moving this forward, I would like at this point to intro-
duce Chairman Jeffery and welcome him to this new subcommittee
of Appropriations, the first inaugural hearing and say that the floor
is yours and I'd invite you to proceed with your testimony.

STATEMENT OF CHAIRMAN JEFFERY

Mr. JEFFERY. Thank you very much, Mr. Chairman. It’s an honor
to be here today to testify on behalf of the Commodity Futures
Trading Commission. Today, I'd like to discuss the impact of the
commodity futures and options industry on the everyday lives of
Americans, the mission and program responsibilities of the agency
and finally, our fiscal year 2008 justification for the $116 million
funding level requested by the administration.

This proposed funding level will enable the Commission to ad-
dress two major needs: staff increases and technology investment.

During the past 10 years, as can be seen in figure 1 on the
screen to my left, trading volume on U.S. futures exchanges has
quintupled. Today, in a single day of trading, markets will move
more than $5 trillion of notional value. The industry, as you, Mr.
Chairman, correctly and very eloquently pointed out, has grown
from largely agricultural product hedging risks to a broad array of
complex products related to both physical commodities and finan-
cial instruments.

At the same time, however, Commission staffing levels have fall-
en to 458 full-time employees. This compares with 497 employees
in 1976, the Commission’s first full year of operation. Commission
employees work hard. They work smart and they use technology ef-
fectively. But they are severely stretched.

While the daily business of CFTC can appear from the outside
looking in to be somewhat obscure and highly technical in nature,
the mission of the agency is quite clear and two-fold: First, to pro-
tect the public and market users from manipulation, fraud and
abusive practices and second, to promote open, competitive and fi-
nancially sound markets for commodity futures.

This is important because the futures markets are used in the
price discovery process, affecting the price of a bushel of wheat, the
cost of a gallon of gas, the interest rate on a student loan. If the
futures markets fail to function properly, all consumers are af-
fected.

The CFTC is the sole Federal regulator responsible for over-
seeing these futures markets. Through effective oversight, the
CFTC enables the futures markets to better serve their vital func-
tion in the Nation’s economy, providing an effective marketplace for
price discovery and risk management.
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RECORD GROWTH IN FUTURES INDUSTRY

To achieve these goals, the Commission employs a well-trained
and dedicated staff who work within three major programmatic
areas: market oversight, clearing and intermediary oversight, and
enforcement. Market oversight ensures that the markets are oper-
ating efficiently and without manipulation and fraud. One work-
load indicator is the number of actively traded contract types on
U.S. exchanges. As can be seen in figure 2, the number has more
than quintupled in the past decade, with particularly significant
growth seen in the last 5 years. In fact, by next year, the number
of actively traded contracts is anticipated to climb to nearly 1,600,
a record high. There is every indication that this significant growth
in new and novel products will continue.

The CFTC must maintain a sufficient level of specialized exper-
tise to review and analyze a very diverse group of instruments and
products to ensure that they are economically viable and not sus-
ceptible to manipulation.

Clearing and intermediary oversight ensures the financial integ-
rity of transactions on the futures markets. The CFTC oversees the
principle clearing operations associated with the major commodity
exchanges in Chicago, in Kansas City, and in New York. And the
agency oversees market intermediaries, including some 200 futures
commissions merchants, the ranks of which include banks and
broker dealers with specialized futures and commodities operations
as well as stand-alone futures trading houses.

Figure 3 shows that the amount of customer funds held by fu-
tures commissions merchants in segregated accounts has quad-
rupled over the past decade, meaning that more and more Ameri-
cans are investing in the futures markets, either directly or indi-
rectly through their participation in pension funds, mutual funds,
or other institutions.

ENFORCEMENT

Turning to enforcement, this is an area in which the CFTC takes
great pride. The CFTC polices the markets through strong enforce-
ment, going after unscrupulous firms and individuals, both on and
off exchange. Manipulation, fraud, and other violations undermine
the integrity of the market and confidence of market participants.

Figure 4 has some statistics related to the Commission’s recent
enforcement activity in the areas of foreign currency and energy
over the past 5 years. In the FX markets, 93 cases have been filed
resulting in judgments approximating $500 million. In the energy
area, the CFTC has brought 35 cases resulting in over $300 million
of civil sanctions.

With the demand for enforcement resources, however, exceeding
capacity, the CFTC must make hard choices every day on how to
prioritize scarce investigative and litigation efforts.

INCREASED FUNDING FOR AGENCY

We are grateful for the administration’s recognition of the need
for increased funding for the agency. The 2008 President’s budget
request as depicted in figure 5, is for an appropriation of $116 mil-



5

lion and 475 employees—an increase of approximately $18 million
and 17 people over the fiscal year 2007 continuing resolution level.

Specifically, compared to 2007, the key changes in the 2008
budget are roughly $3 million to provide increased compensation
and benefit costs for the existing staff of 458, another $3 million
to cover the salary and benefits related to the 17 additional full-
time employees and $12 million for increased operating costs asso-
ciated with information technology modernization, lease-hold ex-
penses and other services.

This funding increase provides the Commission with the finan-
cial wherewithal to hire additional staff and to invest in tech-
nology. In staffing, the CFTC must compete for talent not only with
the private sector but also with other financial regulators. Four
years ago, the Congress improved the CFTC’s ability to compete,
granting the agency comparable pay authority with other financial
agencies, so-called pay parity through Federal Institutions Reform,
Recovery, and Enforcement Act of 1989 (FIRREA). For this author-
ization, which leveled the compensation playing field, all of us at
the CFTC are deeply grateful. It’s been a huge help. However, the
agency has not yet been fully funded to the level of comparable
FIRREA agencies.

Second to human capital, technology is the single most effective
tool in assisting those professionals who oversee the markets.
Budgetary constraints have required the Commission over several
years to put new systems development initiatives and hardware
and software investment on hold, as indicated in figure 6. That’s
not a trend of which we are particularly proud.

CFTC analysts rely primarily on two proprietary computer sys-
tems for visibility into the markets. One gives us the ability to see
who is trading in the markets and who is building leverage in the
market or becoming a large trader, thus developing a position that
may influence market conditions. The second allows us to pull in
all transactional data from traditional exchanges to identify trad-
ing patterns that might be indicative of inappropriate or manipula-
tive trading activity.

These two systems are unique in their ability to provide trans-
parency into cross-market trading activity across all futures mar-
kets under the Commission’s jurisdiction. Their importance to en-
suring market integrity cannot be overstated.

PREPARED STATEMENT

In conclusion, all of us at the CFTC take great pride in our work.
I can assure you that we are working diligently and efficiently to
fulfill the important responsibilities with which the Congress and
the American people have entrusted us. Thank you again for the
opportunity to appear before you today on behalf of the agency and
ﬁd be happy to attempt to answer any questions that you might

ave.

[The statement follows:]

PREPARED STATEMENT OF REUBEN JEFFERY III

Thank you, Mr. Chairman and members of the subcommittee. I am pleased to be
here to testify before you on behalf of the Commodity Futures Trading Commission,
and I appreciate the opportunity to discuss issues related to the Commission’s 2008
budget request.
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Today I would like to discuss the impact of the commodity futures and options
industry on the everyday lives of Americans, the mission and program responsibil-
ities of the agency and, finally, our fiscal year 2008 congressional justification for
the $116 million funding level requested by the administration. This proposed fund-
ing level will enable the Commission to address its two major needs—staff increases
and technology investment.

During the past 10 years, as can be seen in figure 1, trading volume on U.S. fu-
tures exchanges has quintupled. Today, in a single day of trading, our markets will
move more than $5 trillion. The industry has grown from largely agricultural prod-
uct hedging to a broad array of complex instruments related to both physical com-
modities and financial instruments. Trading volume, measured by numbers of con-
tracts traded, has more than tripled in just the past 6 years. At the same time,
Commission staffing levels have fallen to 458 full-time employees. This compares
with the 497 FTEs 30 years ago in 1976—the Commission’s first year of operation.
Commission employees work hard, work smart, and use technology effectively, but
given the complexity of the markets we oversee, they are stretched.

3500

In the last decade, trading volume has quintupled while
staffing levels have decreased in recent years

2500

2002 2003 2004 2005 2006 2007 2008
Est. Est

B96 VY7 B8 W9 2000 2001

FIGURE 1.—Growth of Volume of Contracts Traded and FTEs
MISSION OF THE AGENCY

While the daily business of the CFTC can appear from the outside looking in to
be somewhat obscure and highly technical in nature, the mission of the agency is
very clear: (1) to protect the public and market users from manipulation, fraud, and
abusive practices and (2) to promote open, competitive and financially sound mar-
kets for commodity futures. This is important because the futures markets are used



7

in the price discovery process affecting the price of a bushel of wheat, the cost of
a gallon of gas, and the interest rate on a student loan. If the futures markets fail
to work properly all consumers are impacted.

Congress created the CFTC in 1974 as an independent agency with the mandate
to regulate commodity futures and option markets in the United States. The Com-
mission’s mandate has been periodically renewed since then. In December 2000,
Congress reauthorized the Commission through fiscal year 2005 with passage of the
Commodity Futures Modernization Act of 2000 (CFMA).

COMMISSION STRUCTURE

The CFTC is the sole Federal regulator responsible for overseeing the futures
markets by encouraging competitiveness and efficiency, ensuring market integrity,
and protecting market participants against manipulation, abusive trading practices
and fraud. Through effective oversight, the CFTC enables the commodity futures
markets better to serve their vital function in the Nation’s economy—providing an
effective marketplace for price discovery and risk management.

To achieve these goals, the Commission employs a well-trained and dedicated staff
who work within three major programs—market oversight, clearing and inter-
mediary oversight, and enforcement.

Market Oversight

Market oversight ensures that the markets are operating efficiently and without
manipulation and fraud. One workload indicator is the number of actively traded
contracts trading on U.S. exchanges. As can be seen in figure 2, the number has
more than quintupled in the last decade, with particularly significant growth seen
in the last 5 years, or since the passage of the CFMA. Prior to 2000, the number
of contract types traded was relatively stable at a level of around 250. By next year
in fiscal year 2008, the number of actively traded contracts is anticipated to climb
to nearly 1,600, a record high. There is every indication that this significant growth
in new and novel products will continue.



The number of actively traded contracts on U.S. exchanges 1590
%00 |  hasmore than quintupled in the last decade. The number
Is expected to grow to almost 1,600 contracts by FY 2008.
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FIGURE 2.—CFTC Actively Traded Contracts

The CFTC must maintain a sufficient level of specialized expertise to review and
analyze a very diverse group of instruments and products to ensure that they are
economically viable and not susceptible to manipulation. The types of new products
run the gamut from traditional commodity areas, such as new agricultural and en-
ergy futures, to novel financial derivatives based on credit risk, weather-related oc-
currences and effects, pollution allowances, real estate, and instruments having
characteristics of both securities and commodities. Our analysts employ various
methods to ensure an understanding of how the markets are functioning to develop
a flexible, effective regulatory response to market conditions.

Clearing and Intermediary Oversight

Clearing and intermediary oversight ensures the financial integrity of all trans-
actions on the markets that we regulate. The work of the staff is to ensure that the
intermediaries managing these funds are properly registered, perform appropriate
recordkeeping, have adequate capital, employ fair sales practices, and fully protect
the funds their customers invest. The principal clearing operations are associated
with the major commodity exchanges in New York, Chicago and Kansas City. Inter-
mediaries overseen by the CFTC include some 200 futures commission merchants,
the ranks of which include banks and broker-dealers with specialized futures oper-
ations, as well as stand alone futures trading houses.
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In figure 3, one can observe that the amount of customer funds held by futures
commission merchants has quadrupled over the past decade—meaning more and
more Americans are investing in futures markets directly or indirectly through their
participation in pension funds, mutual funds, and other institutions.

The amount of customer funds held at futures commission $138.0
merchants has more than quadrupled In the last decade.

$116.7

$94.5

$75.6

$64.3

59.7
$54.1 $56.7 $

$47.5

$38.7
$33.0

1996 1997 1998 19992 2000 2001 2002 2003 2004 2005 2006

FIGURE 3.—Customer Funds in FCM Accounts

Enforcement

The CFTC prides itself on its vigorous enforcement operation. Through strong en-
forcement, CFTC polices the markets—going after unscrupulous firms and individ-
uals both on and off-exchange. Manipulation, fraud and other violations undermine
the integrity of the market and the confidence of market participants.

Figure 4 presents the results of the Commission’s recent enforcement activity in
the foreign currency and energy areas respectively. In the foreign currency or
FOREX markets, 93 cases involving 354 entities or persons were filed with over
$292 million in sanctions levied and $182 million in restitution. Since the collapse
of Enron, CFTC brought 35 cases involving energy markets and charged 55 entities
or persons with manipulation, attempted manipulation, and/or false price reporting.
The collective civil monetary sanctions levied exceed $302 million in these matters.

Actions Taken Since Passage of the CEMA in December 2000 Foreign Currency Markets

Number of Cases Filed or Enforcement Actions 93
Number of Entities/Persons Charged 354
Number of Dollars in Penalties Assessed:

Civil Monetary Penalties $292,042,098

Restitution $182,471,571

Actions Taken Since Enron Bankruptcy in December 2001 Energy Markets

Number of Cases Filed or Enforcement Actions 35
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Actions Taken Since Enron Bankruptcy in December 2001 Energy Markets
Number of Entities/Persons Charged 55
Number of Dollars in Penalties Assessed: Civil Monetary Penalties ...........cccccovevvevevenriiciennnes $302,863,500

FIGURE 4.—Spotlight on Foreign Currency and Energy Markets

With the demand for enforcement resources exceeding capacity, CFTC must make
hard choices every day on how to prioritize our investigative and litigation efforts.

Mission Support

The three major Commission programs are complemented by other offices, includ-
ing our Office of the Chief Economist, Office of the General Counsel, Office of Inter-
national Affairs and Office of Proceedings. The Commission’s Executive Direction is
comprised of the chairman’s and Commissioners’ offices providing agency direction,
and stewardship over CFTC’s human capital, financial management, and informa-
tion technology resources.

The Commission is headquartered in Washington, DC, and maintains regional of-
fices in Chicago, New York, and Kansas City. In recent years, budgetary consider-
ations led to the decision to close the Los Angeles and Minneapolis offices.

When looking at the increased volume of activity across all areas of the CFTC
mission, and the scope of the industry change since 2000, the resulting increase in
specialized workload is demonstrable. Accordingly, it is critical that the CFTC have
sufficient resources to hire and maintain requisite skilled talent, as well as provide
a steady stream of technology investment commensurate with the agency’s expand-
ing and evolving mission.

FISCAL YEAR 2008 PRESIDENT’S BUDGET REQUEST

We are grateful for the administration’s recognition of the need for increased
funding for our agency.

The fiscal year 2008 President’s budget request, as seen in figure 5, is for an ap-
propriation of $116 million and 475 staff-years, an increase of approximately $18
million and 17 staff-years over the fiscal year 2007 continuing resolution appropria-
tion of $98 million which supports a level of 458 staff-years.

FY 2008 President’s Budget & Performance Plan

$116.0 M (475 FTEs)

—p $17.9 m INCREASE

$98.1 M (458 FTESs)

+$ 5.8 mFOR COMPENSATION & BENEFITS
+$12.1 m FOR OPERATING EXPENSES

+$179m

EFY 07 OFY 08

FIGURE 5.—Fiscal Year 2008 Budget Request Provides for Current Services and 17
Additional FTEs
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Compared to the fiscal year 2007 continuing resolution appropriation, key changes
in the fiscal year 2008 budget are:

—$2.8 million to provide for increased compensation and benefit costs for a staff

of 458 FTEs;

—$3.0 million to provide for salary and expenses of 17 additional full-time equiva-

lent staff-years;

—$12.1 million to provide for increased operating costs for information technology

modernization, lease of office space, and all other services.

This funding increase provides the Commission with the financial wherewithal to
hire additional staff and to invest in technology. In staffing, the CFTC must com-
pete for talent not only with the private sector, but also with the SEC and other
Federal financial regulators. Four years ago, the Congress improved our ability to
compete, granting the CFTC comparable pay authority with other financial agencies
(so called “pay parity” through FIRREA). For this authorization to level the com-
pensation “playing field” all of us are deeply grateful. However, the agency has not
yet been fully appropriated to the level of comparable FIRREA agencies.

Second only to our human capital, technology is the single most effective tool in
assisting those professionals who oversee the markets. Budgetary constraints have
required the Commission over several years to put new systems development initia-
tives and hardware and software purchases on hold, as indicated in figure 6.

Technology Investment as a Percentage of the CFTC Annual Appropriation

FIGURE 6.—Technology Investment

CFTC analysts rely primarily on two proprietary computer systems for visibility
into the markets. One gives us the ability to see who is trading in the markets and
who is building leverage in the market or becoming a large trader—thus developing
a position that may influence market conditions. The second allows us to pull in all
transactional data from traditional exchanges to identify trading patterns that
might be indicative of inappropriate or manipulative trading practices. These two
major systems are unique in their ability to provide transparency into cross-market
trading activity across all futures markets under the Commission’s jurisdiction.
Their importance to ensuring market integrity cannot be understated.

The Commission respectfully requests the proposed funding increase for mission-
critical investments in people and technology in order to keep up with the dynamic
commodity futures and options industry. While relatively small in dollar terms this
funding increment is necessary to ensure that CFTC continues to be able to fulfill
its statutory mandate.

All of us at the CFTC take great pride in our work. I can assure you that we
are working diligently and efficiently to fulfill the important responsibilities with
which the Congress and the American public have entrusted to us.

This concludes my formal testimony. Thank you for the opportunity to appear be-
fore you today on behalf of the CFTC. I would be happy to answer any questions
you may have.

An electronic version of the Commodity Futures Trading Commission “FY 2006
Performance and Accoutability Report” is available on the Internet at www.cftc.gov/
cfte/cftereports.htm.
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Senator DURBIN. Thank you very much. I note the presence of
Commissioner Walt Lukken. Thank you for joining us and I'd say
to Senator Bond, I started a few minutes earlier with my opening
statement because of the vote we face at 9:30 but I'll give you a
copy to read on the plane back to St. Louis.

Senator BOND. I can’t wait.

Senator DURBIN. I know you can’t. Thank you for joining us this
morning. Let me ask you a few questions, Chairman Jeffery and
then turn to my colleague.

Your current staff level is 450. It’s the lowest in the history of
the CFTC Commission as I understand it. The graph you presented
at the outset depicted the surge in industry volume growth and it’s
a sharp contrast with stagnated staffing levels. It makes a compel-
ling case as to whether or not you are prepared to really meet this
vast increase in the volume of activity and the increased sophistica-
tion of the trading mechanisms that are at hand.

I'm informed the CFTC lost 58 experienced employees in fiscal
year 2006, 23 more to date in fiscal year 2007. The 81 staff that
have departed include 26 attorneys, 7 economists, 8 futures trading
specialists, 9 division office directors, 2 commissioners, 15 executive
and management support and 14 staff in other job categories.
fMoreover, since October 2005, you've been operating under a hiring
reeze.

I also have jurisdiction in the subcommittee over the Securities
and Exchange Commission. It is interesting to note what is going
on there. In 1976, there were 2,054 employees at the Securities and
Exchange Commission. By 2006, the number was up to 3,549, a 73-
percent increase in staffing at the Securities and Exchange Com-
mission, which has a similar responsibility as the CFTC. While
their staffing went up 73 percent, in the period of time here, yours
has gone down by about 10 percent while the volume of trading
and activity, as we mentioned earlier, has increased dramatically.

Let me ask you this. Is the $17.9 million increase in funding that
the President seeks adequate for you to meet your responsibility to
protect those who were involved in this marketplace?

Mr. JEFFERY. Thank you, Mr. Chairman, for that excellent ques-
tion. The $17 million—let me put that into perspective. Of that $17
million, $14 to $15 million is simply to maintain current levels of
operating activity. That pays for built-in cost-of-living increases,
salary increases, et cetera, leasehold increases, and other operating
expense increases of a normal course nature. Only $3 million of
that number is for an increase in service, if you will. That will
allow us to hire an additional 17 full-time equivalent employees. I
would say that—were Congress to approve, to appropriate $116
million for the CFTC this year—in our view, it would help main-
tain current levels, modestly increase our capability in certain
areas but it should be viewed as a beginning not an end point of
addressing what has been, as you correctly point out in your obser-
vations, a steady erosion in our capabilities over the course of the
past several years.

Senator DURBIN. In the 1980s banking crisis, Congress passed
FIRREA, the Financial Institutions Reform, Recovery, and Enforce-
ment Act of 1989, which replaced the Federal Home Loan Bank
Board with the Office of Thrift Supervision and also provided pay
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parity, which you referred to in your testimony, among Federal fi-
nancial regulatory agencies. You noted in your testimony that you
were glad that you were given the authority to pay at equal levels
to similar operations in the Federal Government but you also noted
that you weren’t given the money to raise the pay at your agency
so that you could reach parity. Is this, do you believe, part of the
reason that you’ve lost so many staff people in the last 12 years?

Mr. JEFFERY. Thank you, Mr. Chairman. There are a number of
reasons for the staff level reduction, most significantly, budgetary.
I should also add that at the CFTC, like many areas of the Federal
Government, we’re managing what one could describe as a difficult
sort of demographic development where there are any number of
employees who started at the Commission really at the time of in-
ception, going back 25, 30 years who have now reached that period
in their careers, in their lives, where they are eligible to retire in
the normal course.

With respect to pay parity, I believe we have funded pay parity
to a large extent. Based on the best data we have available today,
we’re probably about 85 percent fully funded. In other words, on
the average and on the whole, our people are at the 80 to 85 per-
cent level relative to their peers at other pay parity agencies that
are fully funded. This increment to the budget will allow us to con-
tinue to close that gap. I should stress again on pay parity, the im-
portance of having that flexibility for our agency in retaining peo-
ple who might otherwise be attracted to another U.S. Government
financial regulatory agency, let alone the private sector.

STUDENT LOAN REPAYMENT PROGRAM

Senator DURBIN. Chairman, a few years ago I tried to reinvigo-
rate or invigorate, I should say, a student loan repayment program,
to recruit high quality individuals to Federal service who might
otherwise be discouraged by Federal pay and student debt. I'd like
to know if your agency is using student loan repayments to help
attract skilled employees?

Mr. JEFFERY. Senator, I don’t believe so, Mr. Chairman but I
would like to come back to you for the record with a proper and
correct answer to that question.

[The information follows:]

The Commission has not had the opportunity to develop the Student Loan Repay-
ment Program as a recruitment tool. Funding constraints have required the Com-
mission to make significant reductions in operating accounts and to place a freeze
on the hiring new staff since October 2005. The few limited exceptions to the hiring
freeze have been to fill behind key critical losses in hard to fill and one of a kind
positions. This limited number of hires has been at the upper levels of management,
which is generally not the target beneficiary group of the Student Loan Repayment
Program. We understand and appreciate the recruitment benefit of the Student
Loan Repayment Program and given the financial flexibility to fill our ranks with
more junior talent would look to such a benefit as a key recruitment tool.

CRITICAL INFORMATION TECHNOLOGY SYSTEMS

Senator DURBIN. My last question relates to technology, which
was, I think, your last graph. I understand that two of the Com-
mission’s three critical information technology systems, market
surveillance, and trade practice, are becoming antiquated. I've been
advised that $4 million in investments in these systems and other
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crucial technology has been deferred, due to your budget chal-
lenges. What impact is this situation having on your ability to keep
pace with the rapid, explosive technological, and global growth evo-
lution of the markets, which you have the responsibility to super-
vise? I think we’re all aware that this marketplace has not only
changed internally, it’s changed externally. We're now in global
competition and the technology that is available for around the
clock trading around the world is a challenge not only to the mar-
kets in the United States but to others and to your agency. So have
you been able to keep up in terms of technology changes? Do you
have the tools to do your job effectively?

Mr. JEFFERY. Mr. Chairman, technology, as you correctly note, is
an extremely important tool to all of us who work in the Federal
Government, particularly to a financial market regulatory agency.
The $116 million budget request has within it a technology spend
level of approximately $17 million, which is more than double our
spend on technology in the current fiscal year. That allows us to
continue to operate our existing systems with some degree of effi-
cacy but it does not allow us to modernize those systems in the way
that we believe will be essential for us to continue to be able to ful-
fill our responsibilities in the years to come as these markets con-
tinue to evolve.

They are working currently but we are at risk of them, at some
point, becoming outdated if we don’t continue to invest in tech-
nology and particularly in the two critical systems, trade practice
and market oversight, which I described in my testimony.

Senator DURBIN. I'll just conclude and turn to my colleague here
by saying that I think that the competitive edge for America in fu-
tures trading is the efficiency and integrity of our marketplace.
Your agency has the responsibility to make certain that we do ev-
erything in our power to protect that competitive edge and to pro-
tect those who are participating in the marketplace. When I see the
staffing levels that you’re struggling with, in comparison even to
other agencies of our Government with similar responsibilities, and
when I see the problems that you face in developing the technology
and capability to keep up with market changes, I'm very concerned.
I think that if you are going to be the cop on the beat, you need
to have the tools to make sure that you can enforce the laws and
catch those who are violating them and I'm worried that this budg-
et will not give you that capability. So we’ll take a close look.

Senator Bond.

Senator BOND. Thank you very much, Mr. Chairman. It’s a pleas-
ure to be with you on this newly formed subcommittee and I look
forward to working with you and Senator Brownback and the other
members of the subcommittee. I share your interest and the views
that you have expressed and the importance of adequate and effec-
tive regulation by the CFTC. I know the chairman has a specific
interest in things going on in Chicago as I have an interest in
things going on in Kansas City. So we will look forward to working
through this subcommittee to provide, try to provide you the assist-
ance that you need to do an effective job in regulation.

And speaking of parochial matters, I noticed that Josh Kinney
underwent Tommy John surgery, putting the Cardinals bullpen at
risk for this season but I will save my comments for Mr. Preston
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because I have a particular area of interest there and I will await
his appearance to make my statement about that. Thank you.
[The statement follows:]

PREPARED STATEMENT OF SENATOR CHRISTOPHER S. BOND

Mr. Chairman, Senator Brownback: I am pleased to be with you at the first meet-
ing of the newly formed Subcommittee on Financial Services and General Govern-
ment. It is an honor to be a member of this Subcommittee. I look forward to working
with both of you and other Subcommittee members during the coming months.

Welcome Mr. Jeffrey and Mr. Preston; we are pleased to have you with us.

With all due respect to Mr. Jeffrey, in the interest of time, I will focus my com-
ments on the Small Business Administration.

Mr. Preston, congratulations to you and Ms. Carranza on your successes. SBA
under your leadership is a revitalized agency. I am hearing very good things about
the agency. So please keep up the good work.

That said, there are a couple of areas of the SBA’s Performance Budget that I
am concerned about.

With respect to procurement, the Performance Budget states that there will be
a review of the Small Business Innovative Research (SBIR) and Small Business
Technology Transfer (STTR) programs and “based on these reviews, SBA will rec-
ommend legislative, and proposed regulatory, changes.” The Performance Budget
goes on to state “The SBA will continue to improve oversight and evaluation of
SBIR and STTR Programs.”

As we all know, the SBIR and STTR programs function as more than simply pro-
curement programs. The SBIR program was created by Congress in the early 1980s
to provide new contracting opportunities for small companies and to foster innova-
tion and commercialization of innovative products by small companies.

The NIH SBIR program, for example, helps small medical device, biotechnology
and diagnostic firms to access critical early stage capital. These funds help compa-
nies get a product off the drawing board and, after a great deal of time and signifi-
cant additional private funding, to the marketplace.

I continue to be concerned that the SBA is stifling innovation in cutting edge com-
f1‘)ancj{es in biotechnology and other industries that rely heavily on venture capital
unding.

The biotech industry is like no other in the world because it takes many years
and intense capital expenditures to bring a successful product to market.

According to a study by the Tufts Center for the Study of Drug Development, it
takes roughly 10-15 years and $800 million for a company to bring just one product
to market.

For 20 years—until 2004—the Small Business Administration’s Small Business
Innovation Research program was a catalyst for developing America’s most success-
ful companies, helping to fund the critical start-up and development stages of a com-
pany.

But then, the SBA decided that small businesses relying heavily on venture cap-
ital research funding no longer qualified for the SBIR program.

The arbitrary change in eligibility standards inequitably penalized biotech firms
and has delayed—maybe even prevented—lifesaving drugs and life-enhancing med-
ical innovations from reaching patients and consumers.

Last year I offered legislation to correct this situation which restores the original
interpretation of eligibility and allows more biotech and medical device companies
again to compete for funding under the SBIR program.

My amendment was included in the Small Business Administration’s reauthoriza-
tion bill, which unfortunately fell victim to late session realities at the end of last
year.

I am also concerned about the Administration’s lack of enthusiasm for the
HUBZone program.

Ten years ago, as Chairman of the Small Business Committee, I wrote the legisla-
tion authorizing the Historically Underutilized Business Zone, or HUBZone pro-
gram.

Enacted in 1997, the program provides an incentive for companies to locate and
provide jobs in the nation’s inner cities and depressed rural areas by giving them
a government contracting preference.

Last time I checked, there was still a need for good jobs in the distressed areas
of our big cities and small towns.

I look forward to working with you on these and other small business issues.

Thank you, Mr. Chairman.
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Senator DURBIN. Thank you, Senator Bond and I also note for
the record, this is the 99th anniversary of the last World Series ap-
pearance of the Chicago Cubs.

Senator BOND. That’s why I'm glad you're also a Cardinal rooter.

Senator DURBIN. He knows my roots.

Senator BOND. I hate to blow your cover.

Senator DURBIN. He knows my roots in east St. Louis, Illinois.
I just—Tll close by thanking you for being here. We will work infor-
mally with you beyond this hearing to talk about your staffing and
technology needs. I really have a special interest in this because I
know how important these markets are to the United States and
to my home State of Illinois and I know the people there want to
make sure that your agency has the tools and the resources to be
effective. Chairman Jeffery, thank you for testifying today.

Mr. JEFFERY. Thank you very much, Mr. Chairman. It’s a pleas-
ure.

ADDITIONAL COMMITTEE QUESTIONS

Senator DURBIN. As I mentioned at the outset, for those who
weren’t here, we have a 9:30 vote and I'll have to—it was originally
scheduled for 9:15. I think it was changed to 9:30. We'll double-
check on that and so I may have to break and leave here to tend
to my responsibilities on the floor and then return.

[The following questions were not asked at the hearing, but were
submitted to the Commission for response subsequent to the hear-
ing:]

QUESTIONS SUBMITTED BY SENATOR SAM BROWNBACK

Question. Some members of Congress have introduced legislation placing addi-
tional regulations on energy derivatives and the over-the-counter (OTC) markets?
Do you think these proposals are necessary?

Answer. We believe that the CFTC has adequate authority to address fraud and
manipulation on the regulated futures exchanges subject to CFTC oversight. In re-
gard to transactions on Exempt Commercial Markets (ECM) or bilateral over-the-
counter (OTC) transactions, the CFTC supports legislation that would clarify the
Commission’s fraud jurisdiction in certain principal-to-principal energy transactions
under the Commodity Exchange Act (CEA). The CFTC requested the enactment of
such legislation during the reauthorization proceedings conducted in the 109th Con-
gress. We support this clarification that the CFTC has the authority to bring anti-
fraud actions in off-exchange principal-to-principal transactions, such as those con-
nected with Enron Online. These provisions were included in the House-passed re-
authorization bill last year and the bill reported out of the Senate Agriculture Com-
mittee.

In regard to legislation directed at ECMs, it is important to note that in recent
months the CFTC has exercised its existing “special call” authority under the CEA
to obtain market information from the electronic ECM operated by Intercontinental
Exchange (ICE) in Atlanta. The CFTC has utilized this authority to request trader
position data on an ongoing basis related to those ICE natural gas contracts that
are directly linked to NYMEX contracts. Compliance with these special calls by ICE
is mandatory, not voluntary. These special calls have enhanced the CFTC’s surveil-
lance of the NYMEX contracts by providing a better window into this marketplace.
In regard to the trading of futures contracts based on NYMEX crude and heating
oil contracts traded on ICE’s London subsidiary, a foreign board of trade fully regu-
lated under U.K. law, the CFTC also has stepped up its coordinated surveillance
efforts with the Financial Services Authority in the United Kingdom and is receiv-
ing position information on those contracts on an ongoing basis as well.

In regard to bilateral OTC energy transactions, legislation proposing additional
regulation could confront significant practical obstacles due to the absence of a cen-
tralized marketplace. Under existing enforcement authority, though, the CFTC’s Di-
vision of Enforcement has committed significant resources to combating problems in
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the energy arena, and has achieved significant success in prosecuting manipulation
and false price reporting cases. During the last four fiscal years, the CFTC has filed
actions charging more than 50 defendants with false reporting, attempted manipula-
tion, or manipulation in the energy sector and has obtained over $300 million in
penalties. These cases have been based on well-established CFTC cash market en-
forcement authority that has been clearly recognized by the courts.

Since the passage of the CFMA in 2000, the futures markets continue to rapidly
evolve and grow, domestically and globally—and the CFTC is always monitoring
these developments.

Question. It is my understanding that some companies use these over-the-counter
(OTC) trading markets to hedge their energy risk and that some of the proposals
may provide a disincentive for companies to use these markets. Would a decrease
in participants in the OTC markets lead to less transparency?

Answer. There are a number of different kinds of over-the-counter markets, all
of which have different levels of transparency. They include cash spot and forward
physical markets, bilateral OTC swaps and options markets, and ECMs. It is pos-
sible that regulations aimed at increasing transparency in some OTC markets gen-
erally could discourage some traders from participating in these markets, resulting
in their trading positions being moved to venues not visible to U.S. regulators. How-
ever, transparency to the regulator will not necessarily be less than is currently the
case. For example, as discussed in the answer to question number one above, trans-
actions moved to ICE in London actually became more transparent to foreign regu-
lators and the CFTC. Finally, it is important to note that exchange markets under
CFTC jurisdiction are among the most transparent in the world for both market
participants and the regulator.

Question. 1 am concerned with the recent regulatory direction that the Commis-
sion has taken, in apparent conflict with the spirit and intent of the Commodity Fu-
tures Modernization Act of 2000 (“CFMA”). As you know, the CFMA eliminated pre-
scriptive regulation in favor of Core Principles that provide exchanges flexibility in
determining the best method for achieving compliance with each such guiding Prin-
ciple. An example of my concern with your regulatory direction is the Commission’s
final rules regarding acceptable practices for safe harbor compliance with Core Prin-
ciple 15 pertaining to conflicts of interest in self-regulatory organizations. While
there are a few provisions within this final rule that I have concerns with, one in
particular is the definition of a “public director” which by its literal reading would
appear to exclude almost everyone in corporate America and academia. The test of
$100,000 of payments from the exchange or any member or affiliate thereof collec-
tively will result in not only a requirement difficult if not impossible to test for, but
will eliminate nearly everyone an exchange could draw from for public director serv-
ice. How do you expect exchanges to cope with such a wide reaching “public direc-
tor” definition that eliminates almost all qualified possible public director can-
didates?

Answer. The CFTC is strongly committed to both the spirit and intent of the
CFMA. The CFTC believes that its new Acceptable Practices for Core Principle 15—
safe-harbors which exchanges may choose to implement—are an important indicator
of that commitment. The Acceptable Practices promote the flexibility inherent to all
Core Principles while simultaneously offering the specificity necessary for effective,
“pre-approved” regulatory safe-harbors.

With respect to the definition of “public director,” the CFTC has determined that
it is important to offer all exchanges a clear articulation of those director relation-
ships that may interfere with a director’s ability to deliberate objectively and impar-
tially. The definition of “public director” adopted by the CFTC reflects that deter-
mination, and is consistent with Core Principle 15’s instruction that exchanges must
minimize conflicts of interest in their decision-making processes. The CFTC is con-
fident that qualified, competent public directors are available and can be readily
identified by all exchanges.

At the same time, as sometimes is the case with legislative text or rule making,
the Commission recently proposed certain technical amendments to the definition
of “public director” in the Acceptable Practices to correct a drafting error and clarify
ambiguities. Among other things, the proposed amendments would clarify, with re-
spect to the $100,000 payments from the exchange test, that “payments” means
compensation for professional services. The amendments also provide that, con-
sistent with the Acceptable Practices as originally proposed, entity affiliates of mem-
bers are not included as payment providers for purposes of the $100,000 payments
test. The Commission believes that these amendments should facilitate the inclusion
of public directors on exchange boards while maintaining the strong level of public
director independence intended by the Acceptable Practices.
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The proposed amendments to the definition of public director will be published in
the Federal Register and will be open for a 30-day public comment period.

QUESTION SUBMITTED BY SENATOR WAYNE ALLARD

Question. CFTC is currently the only federal financial regulator that is not sup-
ported by fees paid by the entities it regulates. Accordingly, the budget proposes a
new transaction fee to fund the commission. Can you please describe how this fee
would work? How would the fee be paid and at what level would it be set? What
would be the impact in the marketplace of adding a new transaction fee?

Answer. In the President’s Budget for fiscal year 2008, the Administration in-
cluded a user fee based on its view that it is appropriate for futures markets to at
least partially offset or contribute toward the cost of providing those programs
which provide clear benefits to market participants. Unlike last year’s proposal, this
year’s budget recommendation is not dependent on the Appropriators enacting the
fee proposal.

If enacted, the proceeds from the fees would be returned to the general fund of
the Treasury, to be used to offset the deficit impact of continuing to fund the CFTC’s
operations through direct appropriations. They would not impact the discretionary
spending allocations for the relevant Appropriations subcommittees. The fees would
be set at a level equal to the costs to the taxpayer of funding Market Oversight and
Clearing & Intermediary Oversight functions, about $86 million during 2008. The
Office of Management and Budget in the Administration has not provided us with
final details as to how exactly the fee would work or at what level it would be set.

The CFTC has not studied the impact of a transaction fee, nor is it aware of any
executive branch agencies that have done so. The Congressional Research Service
prepared a report entitled “The Proposed Transaction Fee on Futures Contracts” in
April 2006 (RS2241).



SMALL BUSINESS ADMINISTRATION

STATEMENT OF HON. STEVEN PRESTON, ADMINISTRATOR

Senator DURBIN. But at this time, I'd like to ask the Adminis-
trator of the Small Business Administration, Steve Preston, to
please come to the table.

I started a few minutes early, Mr. Preston and said a few words
about your agency and the budget request so if you'd like, I'd invite
you now to give us your opening statement.

Mr. PRESTON. Great, thank you. I'd hoped to start on a high note
but after your comment about the Cubs, I'm a little depressed. So
I'll try to regroup here.

Thank you, Chairman Durbin and Senator Bond, for inviting me
here to talk about our 2008 budget and I'd also like to thank you
for the support you all gave us in getting through the 2007 process.
We'’re very excited about the funds that we have for this year and
we think we can do a lot with them.

As of tomorrow, I will have been on the job for 8 months. I also
want to thank you for approving our Deputy, who was confirmed
in December. She is a terrific addition to our team, with 30 years
of business experience.

Our 2008 budget request reflects continued commitment to
America’s small business and the vital role they play in our econ-
omy and in our society. Enactment of this request will enable us
to continue serving the small business community while also being
a good steward of taxpayer dollars.

The SBA’s 2008 budget requests $464 million in new budget au-
thority. This is a 5-percent increase over the enacted level in
2006—that’s including disaster and congressional initiatives. The
budget also requests the use of $329 million in carryover balances
to fund disaster assistance, funds that SBA has on hand from the
$1.7 billion in supplemental funding from fiscal year 2006. Finally,
it includes $21 million in reimbursable expenses for E-Gov, Busi-
ness Gateway and SDB certifications as well as lender oversight.
All told, that is $814 million in overall budget authority.

The budget will allow the SBA to carry out its core functions and
begin a number of reforms and improvements. These resources will
support a total of up to $28 billion in small business financing
through the 7(a), 504, and SBIC Venture programs. For the 7(a)
program, we’re asking for $17.5 billion in lending authority. For
the 504, $7.5 billion and then for the SBIC Venture Capital, the
Debenture program, $3 billion.

Because of the strength of our portfolios, I'm pleased to request
fee decreases for the 7(a), 504 and SBIC Venture programs. In this
budget, the 7(a) annual fee will go down 5.6 basis points, from 55
to 49.4 basis points. The 50 basis point up-front fee for the 504 pro-
gram is totally eliminated and the SBIC Venture annual fee de-
creases 18.9 basis points. These fee reductions are significant. They

(19)
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reflect the success of the zero subsidy program in all of our loans.
As you can see from the fee history table that we provided, the 7(a)
upfront loan fees for 2005 and 2006 are consistent with those
throughout the past decade except for the 2003/2004 timeframe. In
a reaction to the economic impact of 9/11, Congress cut the fees for
that period of time.

Unfortunately, the result of cutting the fees was to increase the
rate at which the SBA subsidy was used, which ultimately shut
down the program and required additional appropriation. Zero sub-
sidy has avoided those types of shut downs while the 7(a) program
has continued to flourish.

For disaster loans, our proposed 2008 budget supports a loan vol-
ume of $1.064 billion. That funding comes from carry over from our
current disaster funds.

For counseling and training to small business through SBA’s net-
work of resource partners, in small business development centers,
SCORE, and women’s business centers, we're asking for a total of
$104 million.

In terms of our workforce, the budget will support an increase to
2,123 FTEs through the salary and expenses budget. That would
include 86 new positions to be added in 2007 and 2008. These addi-
tional resources are, in part, replacements for attrition at the agen-
cy in recent years but they will also support other things like
stronger loan processing and lender oversight, greater support of
small business in our Government contracting operations, better
employee training and career support, as well as a greater focus on
automation and outreach.

SBA has a growing responsibility as a financial manager. Our
portfolio has increased 56 percent over the past 5 years and we
now have almost $78 billion in financing to oversee. To meet that
responsibility, our budget has requested funding for human capital
and information technology.

The budget includes $4.1 million for investment in the loan oper-
ations system upgrade, to provide implementation of a system to
replace our current loan information system for both regular loan
programs and the disaster servicing program. This major agency-
Evide undertaking began in 2006 and is on track to be completed

y 2012.

It also includes expanded SBIC oversight with $1.5 million to
support evaluation contracts, liquidation planning, and an exam-
ination contract. This investment will help maximize recoveries
and minimize losses.

We also continue to improve our lender oversight process, which
enables us to be more effective in managing credit risk.

Federal contracting dollars are projected to increase by 64 per-
cent over 2001 and as I mentioned before, small businesses share
is expected to grow. We expect that to be $84 billion in 2008. Our
responsibility is to ensure that small businesses have fair access to
procurement opportunities. What I like to tell people is it’s not just
a matter of fairness, it’s also a matter of competitiveness. Small
businesses perform well as suppliers of goods and services. Their
size makes them flexible, innovative, and often cheaper than large
companies. It does, however, take a bit more effort to find the right
small business to fit the bill.
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So in our 2008 budget, we are requesting about $500,000 to help
improve our service to the 8(a) HUBZones, STB, as well as wom-
en’s and veteran’s communities. We’re proposing to add nine new
procurement center representatives in 2007 and 2008, which is an
expansion of 16 percent. In addition, we’re working to reform the
contract goaling and reporting processes and we’re redoubling our
efforts to ensure that Federal agencies provide accurate data on
small business procurements.

For 2008, we are also requesting an increase of $500,000 to ex-
pand our veteran’s outreach. With the Nation’s current engagement
in Iraq and our presence in Afghanistan, the number of veterans
returning from active duty is going to continue to increase. Our Of-
fice of Veteran’s Affairs plans to increase its efforts to educate and
provide programs and services to veterans and active duty per-
sonnel in three major areas: access to capital, management and
technical assistance, and procurement assistance.

Even though we’ve already made many reforms in our disaster
assistance program, we’re committed to lasting reforms geared to-
ward future disasters, whatever their scale might be. We're devel-
oping organizational tools and a detailed documented escalation
plan, which we think will improve our response. These plans will
include models to rapidly forecast loan volume resource require-
ments and coordination requirements to position the agency to re-
spond effectively to large-scale disasters.

We are also working to implement an Internet-based electronic
application tool to enable borrowers to submit information elec-
tronically, quickly and accurately, to accelerate our ability to access
their loan eligibility.

The agency is also evaluating options to access the private sector
skills and resources when dealing with catastrophic disaster
events.

Finally, one of my highest priorities as the Administrator is to
improve the work that we are doing to reach underserved areas of
our country. In areas where we see high unemployment and lower
wage rates, like many rural and inner-city areas of our country
providing effective support to new and growing small businesses
can provide much-needed jobs, economic activity and rejuvenation
in places in our country that need it the most. In order to reach
these markets, SBA has included the following proposals in our
budget: broadening lender involvement in the Community Express
Pilot Program so we can expand this program, which reaches into
many of our underserved markets and provides borrowers with a
double benefit of capital and counseling; expanding the Urban En-
trepreneur Partnership to additional cities so aspiring urban and
small business owners have better access to capital and services
that will make them successful; establishing seven more alter-
native work sites, which allows the agency to make itself more ac-
cessible to rural customers; and expanding the potential reach of
the microloan program by moving the program to zero subsidy.

As 1 said before, I think this is a sound budget. It gives the SBA
the funds necessary to oversee and operate our core financial pro-
grams more effectively, to re-engineer and improve our Govern-
ment contracting programs and to continue our work with coun-
seling and training partners. It will also enable us to provide more
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effective outreach, be easier for our customers and partners to work
with through better automation, and fill key staff positions in areas
that are clearly lacking in necessary manpower.

PREPARED STATEMENT

So thank you for your consideration and I look forward to an-
swering any questions you might have.
[The statement follows:]

PREPARED STATEMENT OF STEVEN PRESTON

Chairman Durbin, Ranking Member Brownback, distinguished members of the
Committee, thank you for inviting me here today to discuss the President’s fiscal
year 2008 budget request for the U.S. Small Business Administration (SBA).

First, I would like to thank you all for assisting us in obtaining the additional
funding for disaster and other agency administrative needs for fiscal year 2007. The
added general agency administrative funding will allow us to appropriately address
our staffing and other administrative priorities for the remainder of fiscal year 2007.
The disaster administrative funding should ensure that the Agency will be able to
effectively operate the disaster loan program until late July, barring any unforeseen
major disasters. We look forward to working with you to obtain the remaining $26
million needed for fiscal year 2007 disaster administration in the upcoming supple-
mental appropriations bill. We appreciate your commitment and understanding of
the vital role small business plays in the American economy.

President Bush has been an unwavering supporter of America’s small businesses,
and his leadership has ensured that they have played a vital role in our economic
growth. There have been more than 7.4 million new jobs created since August 2003.
We know that the majority of those jobs were created by employers in the small
business community. In fact, analysis by the Bureau of Labor Statistics shows that
small businesses generated 65 percent of the net employment growth between Sep-
tember 1992 and March 2005. This growth has helped reduce the unemployment
rate to 4.5 percent, the lowest rate of the past four decades. By reducing the tax
rates small business owners pay and increasing expensing tax provisions on invest-
ments, small businesses have more capital available to hire new workers and ex-
pand their businesses.

The President is also committed to helping small business owners provide health
insurance to their employees by supporting association health plans, allowing small
businesses to get the same discounts on health insurance as big businesses. Further,
the Administration is working tirelessly to ensure that small businesses are able to
grow, and expand opportunities for their workers, by providing regulatory relief and
opening markets abroad to ensure that America’s trading partners play by the rules
and make it possible for our small businesses to export their products.

SBA’s fiscal year 2008 budget request reflects the President’s commitment to
America’s small businesses and the vital role they play in our economy. Enactment
of this request will enable SBA to continue serving the small business community
while ensuring stewardship of taxpayer dollars. The fiscal year 2008 budget request
provides resources will total an estimated $814 million. This amount includes $464
million in new Budget Authority, $329 million in spending from carry-over balances
for the Disaster Loan program, and $21 million in reimbursable services.

This budget request reflects both the vision of the Agency’s new leadership team
and the progress the Agency has made over the past five years in delivering its pro-
grams more efficiently. Since 2001, SBA has achieved major growth in nearly all
of its programs while simultaneously streamlining processes and developing more
cost-effective budget strategies. Fees for all of the Agency’s non-disaster loan prod-
ucts have been lowered and for the first time ever the borrower fee for 504 loans
has been completely eliminated while continuing to operate the program with no
loan subsidy from the taxpayer.

The new management team will continue to pursue this expansion in services to
the small business community while aggressively pursuing a Reform Agenda to en-
sure the Agency’s programs are customer-focused, outcome-driven and fiscally re-
sponsible and sound. In addition, further enabling our employees to fulfill SBA’s
mission is an essential element in achieving our objectives in this budget.

REFORM AGENDA

I am pleased to be heading the new SBA management team that includes Deputy
Administrator Jovita Carranza, who was just confirmed in December. SBA’s agenda
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is grounded in the belief that the Agency can improve the effectiveness and impact
of its programs and activities markedly, by employing important management prin-
ciples. These principles will seek to ensure that the Agency is driven by clear out-
comes, is focused on serving its customers effectively, enables its employees, and op-
erates a compliant and accountable organization.

The Agency also has a renewed focus on ensuring that its products and services
are accessible to entrepreneurs in the nation’s most underserved markets—those
with higher rates of unemployment and poverty and lower rates of economic
progress. This budget request highlights SBA’s progress to date and describes the
Agency’s plans for achieving the vision of the new management team in fiscal year

In 2001, SBA began a drive to deliver more value to the Nation’s small businesses
while lowering costs to the taxpayer. By restructuring key Agency operations and
reengineering its largest loan programs, SBA has achieved record program growth
of 56 percent in the loan portfolio, while reducing its total cost by 31 percent since
2001 through increased operational efficiencies and core program improvements.
The most important factor in this cost savings has been the 7(a) loan program’s op-
eration at zero subsidy. With Congress’ support we were able to change the 7(a) pro-
gram in fiscal year 2005, saving the taxpayers approximately $100 million in sub-
sidy and allowing the program to operate without interruption. In years past the
program had run out of available subsidy funds which shut the program down until
a new appropriation could be approved. With the zero subsidy operation in place the
program has been able to expand without the threat of a shut down. Zero subsidy
is good stewardship of taxpayers’ money while creating a more stable loan program
for small businesses.

Through its ongoing restructuring and business process reengineering, SBA has
improved and will continue to improve the effectiveness of the taxpayers’ dollars
supporting small business development. Because of these improvements, SBA will
be able to serve record numbers of small businesses in fiscal year 2008 with this
budget request.

The principles of SBA’s Reform Agenda have already resulted in a dramatic im-
provement in the Agency’s Disaster Loan program. The 2005 Gulf Coast hurricanes
resulted in SBA’s largest disaster response in its 53-year history. More than 420,000
loan applications from Hurricanes Katrina, Rita, and Wilma (three times the level
for the second largest disaster, the Northridge earthquake of 1994) left the Agency
struggling to meet its loan processing standards and frustrated many.

Almost immediately after being sworn in as SBA Administrator in July, 2006, I
spearheaded a fundamental reengineering of the disaster loan processing operation
that has dramatically shortened response times, improved quality, and increased
borrower support. Backlogs were virtually eliminated and feedback on the new ap-
proach has been overwhelmingly positive. We, however, are not finished with the
long-term redesign of the disaster process, and are working aggressively to do so in
the coming months.

SBA is bringing the same principles used in disaster assistance reform to admin-
istering its business guaranty programs as well. Reengineering of the loan servicing
process is underway and will result in better customer service and less operational
redundancy. Building upon its success in consolidating 7(a) loan liquidation func-
tions from almost 70 district offices to a single location, SBA is also finalizing plans
to consolidate 7(a) loan processing, 504 loan liquidation, and Disaster loan liquida-
tion. These changes ensure that loans are managed more consistently and effi-
ciently. In the case of 7(a) loan liquidation, considerable budgetary savings were
also realized.

Modernizing agency operations is challenging, but it is essential. The Nation’s
taxpayers expect SBA to operate using the techniques and practices of sound fiscal
and operational management. Through its proactive efforts to improve productivity
and performance, while reducing cost, the SBA has demonstrated its commitment
to deliver ever better products while improving efficiencies.

With a guaranteed and direct loan portfolio of over $78 billion, SBA has a critical
role as a steward of taxpayer dollars. While the portfolio has grown at a record pace
in recent years, during that time, SBA has been implementing a rigorous, state-of-
the-art risk management program. By using industry data and technology, the
Agency is replacing the old, primarily manual processes for reviewing lender per-
formance with automated, quantitative risk-based methods to identify problems ear-
lier and more effectively. This approach is improving oversight while there con-
tinues to be a period of strong growth in the loan portfolio.
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HIGHLIGHTS OF THE BUDGET REQUEST

SBA’s budget request represents an increase of 5 percent for fiscal year 2008
above our enacted level in fiscal year 2006 (excluding the Disaster program and ear-
marks). The overall request is for $814 million in proposed Budget Authority. This
includes $464 million in new Budget Authority and $329 million funded out of car-
ryover balances from the $1.7 billion in supplemental funding received in fiscal year
2006 for the Disaster Program. Some critics have misinterpreted this request by dis-
missing the $329 million to be carried over from overages in the disaster loan sub-
sidy account. The creation of State grant and loan programs, the influx of insurance
payments previously thought to be uncollectible and other factors have shifted the
needs of Hurricane victims. The result is that they need less loan authority than
estimated in 2006 but the constant changes and delays in rebuilding require more
administrative and staffing needs until the borrowers can actually rebuild. Cur-
rently, there is sufficient carryover balance in the disaster loan subsidy account to
cover the additional Katrina related administrative costs as well as those for a nor-
mal disaster year in 2008. Therefore we have asked for transfer authority from the
overage in disaster subsidy to cover administrative costs.

These resources will support a total of $28 billion in lending authority for small
business financing, which represents a potential 40 percent increase over business
lending for fiscal year 2006, through the 7(a), 504, and SBIC debentures programs.
For its flagship 7(a) program, SBA requests authority for $17.5 billion—a 27 percent
increase over the fiscal year 2006 lending level. SBA also requests authority for $7.5
billion for the 504 program, a 32 percent increase over loans made in fiscal year
2006—a record year for 504 lending. Finally, SBA requests an SBIC Debenture pro-
gram of $3 billion.

In addition, this budget will support the following:

—A disaster loan volume of $1.064 billion (the Agency’s ten-year average based
upon fiscal year 1996-2005 average activity, excluding the WTC disaster, ad-
justed for inflation).

—Counseling and training to small business people through SBA’s network of re-
sources partners in Small Business Development Centers (SBDC), Service Corps
of Retired Executives (SCORE), and Women’s Business Centers.

—Assist federal agencies targeting a total of $84 billion in prime federal con-
tracting dollars to be awarded to small businesses in fiscal year 2008.

—Investing in the Agency’s human capital through job skills training, mentoring
programs, succession planning, proactive recruitment of highly qualified staff,
and implementation of an automated personnel records system.

—DMaintaining employee security through continued implementation of Presi-
dential Homeland Security Directive #12 and support of major security improve-
ments in the headquarters building.

—Continuing the process of implementing a loan operations system to replace the
current outdated system in order to better track payments as well as increase
the Agency’s loan portfolio oversight.

—Enhancing SBIC oversight and recoveries.

—Providing a cost effective microloan program.

—Continuing efforts to make it easier and faster for small businesses to comply
with government regulations.

—Improving SBA products, services and delivery.

SBA’s budget request will support 2,123 FTE through the Salaries and Expenses
budget. This staffing level is an increase over both the fiscal year 2006 actual level
and the fiscal year 2007 requested level. SBA has been able to reduce its budgetary
requirements and staffing levels over recent years, but these increases are necessary
to support critical oversight and portfolio management functions. Nevertheless, SBA
has managed significant administrative savings while increasing financing, coun-
seling, and government contracting opportunities for small businesses. SBA has
been streamlining its operations and eliminating costly and inefficient programs, in-
cluding the following examples:

—The Agency centralized its financial processing operations. As a result, 7(a) loan
liquidations cost approximately $18 million less in fiscal year 2006 than fiscal
year 2003.

—The Agency created an alternative to the LowDoc program for 7(a). A part of
our SBAExpress program, Community Express is 20 times less expensive than
LowDoc ($4,771 per loan approved for LowDoc vs. $227 for SBAExpress). Lend-
ers still have access to the higher 85 percent guarantee for smaller loans for-
merly available through LowDoc but benefit from the improved process under
other 7(a) products, such as Community Express.



25

—SBA continues to seek opportunities to reduce rented space. The initiatives we
have implemented from fiscal year 2004-2006 resulted in $3.8 million in annual
rent savings.

DISASTER

In the summer of 2006, we initiated the Accelerated Disaster Response Initiative
to identify and implement process improvements to help the Agency respond more
rapidly in assisting small businesses and homeowners seeking financial assistance
after a disaster. As a result, the Agency fundamentally reengineered its disaster
loan processing operation to shorten response times, improve quality, and provide
greater borrower support. Based on customer feedback, the Agency rolled out an “in-
tegrated team” model. Each team comprises 15-18 employees with legal, financial,
and other required competencies to ensure timely, coordinated loan processing. Cus-
tomers are assigned to a case manager on the integrated team so they have a single
point of contact that is responsible for guiding them through the loan process and
ensuring that SBA is responsive to their timing and other requirements.

Under the new model, case managers now proactively contact applicants to deter-
mine what impediments exist to closing loans and making disbursements. In addi-
tion, in order to complement SBA’s reengineered process, the Agency has imple-
mented numerous metrics to track application status and performance of employees.
All applications are categorized by processing status and type of outstanding issue.
This provides management with the necessary information to identify problem areas
and implement corrective actions. Further, productivity is monitored to identify
areas that require management intervention. These strategies are the foundation for
improved responsiveness to borrower needs. For example, the time needed for loan
modifications that averaged more than 2 months in July, 2006, now averages 8
days, and continues to decline. In addition, the backlog of loans for modification has
declined over 90 percent since July.

Additional organizational planning measures to improve SBA’s disaster response
include development of models to rapidly forecast loan volume and resource require-
ments (financial, human capital, and logistics) to better position the Agency to re-
spond to large scale disasters when they strike. Moreover, SBA is nearing comple-
tion of a protocol to leverage its field network to improve local coordination and com-
munication with citizens and other local authorities.

By 2008, SBA expects to implement an internet-based electronic loan application
process to ensure that borrowers’ required information is provided to assess loan eli-
gibility. This complements SBA’s investment in the disaster computer system that
has been tested to support a four-fold increase in concurrent user capacity to 8,000
users. The agency is also evaluating options to access the private sector’s skills and
resources when dealing with catastrophic disaster events.

COMPLIANT AND ACCOUNTABLE ORGANIZATION

Listed below are the actions SBA has initiated and planned along with specific

funding requests regarding its loan and investment portfolio:

—Investment in technology for the loan operations system upgrade of $4.1 million
in S&E (to be complemented by about $4.2 million in disaster funding) for
project management support, and to acquire and begin implementation of a sys-
tem to replace our current loan information system for both regular loan pro-
grams and disaster loan servicing. Currently, the Agency’s business loan oper-
ation runs on a Cobol-based system which limits technological advancement op-
portunities and security. The older system is also significantly more costly to
maintain. SBA is making good progress on this major Agency-wide undertaking,
which began in fiscal year 2006, and is on track to be completed by 2012. Re-
quested funds for fiscal year 2008 will enable SBA to finalize the business vi-
sion, develop the project management plan, and finalize technical and func-
tional requirements.

—Expanded SBIC Oversight with $1.5 million in S&E to continue the valuation
contract, develop a liquidation plan, and implement an examination contract.
This investment will help maximize recoveries on the $1.5 billion in the Office
of Liquidation, and minimize losses on the currently $10.3 billion in outstanding
leverage and commitments in the Office of Operations.

—Loan and Lender Monitoring System and Lender Reviews—SBA’s Office of
Lender Oversight (OLO) has a state of the art loan and lender monitoring sys-
tem that incorporates credit history metrics for portfolio management. The cred-
it information, combined with SBA lenders’ current and historical performance,
allows the Agency to assign risk ratings to lenders. Such ratings provide both
an assessment and a monitoring tool for the most active SBA lenders, and are
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the primary basis by which lower volume lenders are evaluated. High risk lend-
ers are under direct oversight of OLO rather than the program office. In addi-
tion, OLO is responsible for conducting on site lender reviews and examina-
tions. Through fiscal year 2006, the Agency has not had resources to conduct
as many reviews as we believe are necessary. However, because the Agency re-
cently received authority for reimbursement for the cost of these reviews, SBA
plans to conduct additional reviews in fiscal year 2008.

—Portfolio Analysis Committee—Senior Capital Access and CFO Managers meet
monthly to review and assess portfolio trends and identify opportunities for pro-
gram improvements. This committee is an important component of SBA’s risk
management program. The committee assesses the risk of the 7(a) and 504 loan
programs and performance trends. Based on analysis and management direc-
tion resulting from these meetings, program changes, operational initiatives,
and other actions are generated. For example, in addition to providing support
for the elimination of the LowDoc program, the committee’s review efforts re-
sulted in the initiative to reduce the backlog in liquidations and charge-offs in
our 7(a) portfolio.

—Lender Oversight Committee—Senior managers meet bi-monthly to review
lender trends and review corrective actions for poor performing lenders. As
mentioned, Lender Oversight has introduced risk ratings to monitor and evalu-
ate SBA lenders. The committee is also provided results and performance
metrics on lender oversight activities such as examination reports, and correc-
tive action plans for lenders under OLO’s direct oversight. SBA has placed sev-
eral lenders under corrective action plans and continues close monitoring to im-
prove performance.

—Lender Portal—Lenders now have access to their risk ratings and performance
metrics through our lender portal, making it transparent to lenders what they
are rated on and how they compare with their peers. It allows lenders to ad-
dress data quality issues to improve their risk ratings, which the Agency be-
lieves will ultimately result in significant improvements in data quality. The in-
formation is also available to SBA’s district offices to help identify training op-
portunities for lenders.

—SBIC Liquidations—SBA currently oversees approximately $1.5 billion in SBIC
leverage in its Office of Liquidation and $10.3 billion in leverage and commit-
ments in its Office of Operations. Collecting on the large amount of leverage
outstanding in the Office of Liquidation continues to be of great concern. The
staff has developed a comprehensive strategy for liquidating this portfolio of in-
vestments. As part of this strategy, several pilot initiatives for liquidating SBIC
assets are being pursued to ascertain the most cost efficient means of disposing
of this significant portfolio. With $2.4 billion in estimated losses in the Partici-
pating Securities (PS) program, oversight on the $10.3 billion in outstanding le-
verage and commitments for those SBICs (of which almost $7.2 billion pertains
to the PS program) remains of high importance.

In addition, SBA is taking the lead, along with the Office of Management and
Budget’s Office of Federal Procurement Policy, to work with the contracting agencies
to ensure accuracy and transparency of the data in the Federal Procurement Data
System-Next Generation (FPDS-NG). The agencies are in the process of validating
their fiscal year 2005 data to identify the reasons for coding discrepancies and to
correct any errors that occurred.

In fiscal year 2007 we expect that all agencies’ subcontracting information will be
available in the Electronic Subcontracting Reporting System.

CUSTOMER-ORIENTED

The following are highlights of SBA’s plans to focus its products and services on

underserved markets:

—Expansion of the Community Express pilot.—This pilot was designed to reach
underserved markets and combines both capital and technical assistance to in-
crease the viability of the businesses it serves. The Agency is working to broad-
en lender participation in the product and will seek involvement from its coun-
seling and training partners: SBDCs, SCORE, and Women’s Business Centers.

—Expansion of the Urban Entrepreneur Partnership.—The Urban Entrepreneurial
Partnership (UEP) initiative is a community-based referral program located in
an urban setting. The Agency has been working to expand the initiative to addi-
tional cities that will create a local network of small business resource providers
serving urban and inner-city communities (UEPNetwork), as initially outlined
by the President in a presentation to the National Urban League in 2004.
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—Expansion of Alternative Work Sites—One way the Agency has made itself
more accessible to small business is to locate certain district office staff away
from single urban centers to locations closer to our customers. Currently, there
are 22 such alternative work sites in operation. Another 2 are planned by the
end of fiscal year 2007. SBA is seeking $100,000 to set up 7 additional sites
in fiscal year 2008.

—Business Process Reengineering for the Office of Government Contracting and
Business Development (GCBD).—SBA’s request includes $500,000 to examine
how to best serve the 8(a), HUBZone, and Small Disadvantaged Business com-
munities as well as women and veterans. We recognize the Agency can improve
the management of these programs, particularly the 8(a) program, and will use
these resources to determine how to best serve them—whether through staff re-
alignment and training, or technology improvements.

—New Markets Tax Credit Pilot.—In October, the Agency launched the New Mar-
kets Tax Credit Pilot Loan Program to provide financial assistance to small
businesses in economically distressed urban and rural areas, or “New Markets.”
The pilot program allows certain Community Development Entities (CDE) to
purchase up to 90 percent of the gross loan amount of SBAExpress or Commu-
nity Express 7(a) loans up to $150,000 made to NMTC “qualified” businesses
in low-income communities. Administered by the Treasury Department’s Com-
munity Development Financial Institutions Fund, the New Markets Tax Credit
program permits investors to receive credits on their federal taxes of up to 39
percent of investments made in investment institutions called Community De-
velopment Entities.

The SBA pilot program, which is only available to 7(a) lenders making new
loans through advance-purchase commitments with CDEs, waives a regulation
that limits an SBA lender’s ability to sell any portion of an SBA guaranteed
loan to anyone other than another SBA lender. The waiver allows CDEs with
New Markets Tax Credit allocations to purchase up to 90 percent of SBA Ex-
press or CommunityExpress 7(a) loans up to $150,000 made to NMTC “quali-
fied” businesses in low-income communities. The New Markets Tax Credit Pro-
gram is expected to spur approximately $16 billion in investments into CDE in-
vestment institutions.

These new loans are guaranteed by the SBA. By leveraging the SBA’s re-
sources with the Treasury’s NMTC program, the pilot will provide additional ac-
cess to loans and technical assistance to both start-up and existing small busi-
nesses in New Markets. Under the program, Community Express lenders will
assist CDEs to provide small business borrowers with a package of services in-
cluding mentoring, coaching and counseling.

—Zero Subsidy Microloan Program.—Small business loans under $35,000 provide
a critical level of capital to certain sectors in our economy, many of which are
in underserved communities. Our regular 7(a) program reaches many members
of this community. In fiscal year 2006, 42,730 loans, representing 44 percent of
all 7(a) loans, were made at the microloan funding level ($35,000 or less). How-
ever, additional businesses in target markets can be reached through non-bank
micro lenders.

The Microloan program as currently structured is costly to the taxpayer. In
fiscal year 2006 it cost approximately 85 cents to the government for each dollar
loaned to a Microloan intermediary. Therefore, the Agency is proposing a zero
subsidy microloan program. By raising the very preferential rate at which inter-
mediaries borrow from 3.77 percent (below the government’s cost of funds) in
fiscal year 2008 to 5.99 percent (SBA’s all-in cost), the Agency can eliminate the
subsidy cost of this program and greatly expand funding for microloan inter-
mediaries. Intermediaries will continue to receive a better than market rate of
interest on loans and SBA will be able to offer loans to any eligible inter-
mediary.

Furthermore, SBA is proposing that rather than asking for Microloan Tech-
nical Assistance funding, SBA should leverage the skills of technical assistance
resource partners, including the Small Business Development Centers and
Women’s Business Centers located throughout the country, to train and counsel
micro borrowers. This has the potential of tripling the number of outlets pro-
viding training to micro-entrepreneurs for micro enterprise training and will
save almost $13 million in fiscal year 2008.

—Expanding the Veterans’ Outreach Program.—The SBA requests an additional
$500,000 for the Office of Veterans’ Business Development (OVBD) in fiscal
year 2008. With the Nation’s current engagement in Iraq and its presence in
Afghanistan, the number of veterans returning from active duty will continue
to increase. SBA’s Office of Veterans Business Development (OVBD) plans to in-
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crease its efforts to educate and provide programs and services to veterans and
active duty personnel in three major areas: access to capital, management and
technical assistance, and procurement assistance programs through SBA, other
government agencies, and the private sector. The Agency will accomplish this
through existing loan programs, the disabled-veteran-owned business govern-
ment contracting program, a redesigned website populated with a broad range
of programs and services available to veterans, the development of training and
mentoring programs for veterans by veterans, and funding District Offices to
grow veteran-owned business capacity.

Other customer-focused plans include:

—Helping businesses with compliance through the 24/7 anywhere accessible Busi-
ness Gateway. SBA requests $4.8 million in reimbursable budget authority for
the E-Gov initiative for which SBA is the managing partner and $425,000 in
S&E for the project management office (SBA’s contribution as managing part-
ner). Business Gateway will provide the Nation’s businesses with a single,
internet-based access point to government services. It will simplify and improve
businesses’ ability to locate and submit government forms and reduce the time
and effort needed to comply with government regulations. Each year, Business
Gateway will increase the time saved by business accessing information and
forms by 50,000 hours over fiscal year 2006.

—Increase access to Federal procurement opportunities by adding 9 new Procure-
ment Center Representatives in 2007 and 2008. With total Federal contract dol-
lars projected to increase by 56 percent over fiscal year 2001, the small business
share is expected to increase to a total of $85 billion. SBA’s responsibility is to
ensure small business retains access to these opportunities.

SBA will also continue the development of the Electronic Procurement Center
Representative System. During fiscal year 2006, SBA began working on an
Electronic Procurement Center Representative (EPCR) System to allow PCRs
more timely information about contracting opportunities for small business. It
also worked with the Department of Defense to integrate EPCR functional re-
quirements with the DOD’s capture of additional pre-solicitation information,
and explored possible expansion of existing shared systems in the Integrated
Acquisition Environment (IAE). The Agency will prepare a business case and
will pursue systems design and development in fiscal year 2008. SBA has put
into production automated systems for 8(a), Small Disadvantaged Businesses,
and HUBZone applications, and will soon finalize the electronic review and cer-
tification processes.

—Expanding the reach to the eTran system, which provides a web-based portal
for loans guaranteed through the flagship 7(a) loan program. Seventy percent
of our 7(a) loans come in through this portal. Expanding the functionality of
eTran will further automate lender interactions. In addition, SBA is working
with lenders to identify and address other cumbersome processes, which can
deter lenders from marketing certain of SBA’s products. The Agency is currently
developing a web-based system expected to be used by both surety bonding com-
panies and the small businesses seeking bonding.

—Enhancing its Entrepreneurial Development Management Information System
(EDMIS), used by its technical assistance partners, to simplify the system’s use
and capture better information.

EMPLOYEE ENABLED

The following are actions to keep our employees safe and able to fulfill the Agen-

cy’s mission:

—Professional guard services.—$1.1 million in S&E to support professional guard
services, operation of a magnetometer for the building, and training for the
guards, in order for the Agency to increase security to the level recommended
by the Federal Protective Service.

—Implementation of government-wide biometric security cards.—$600,000 in S&E
(complemented by about $600,000 in Disaster funding) for the full implementa-
tion of Presidential Homeland Security Directive #12, which requires the devel-
opment and implementation of a government-wide standard for a secure and re-
liable new identification card issued to Federal employees and contractors. The
overall goal of HSPD-12 is to achieve appropriate security assurance by
verifying the identity of individuals seeking physical access to Federally con-
trolled government facilities and electronic access to government information
systems.

—~Centralized training efforts.—$550,000 (similar level to fiscal year 2006) for a
skills gap assessment for mission critical occupations; an electronic learning
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tool; learning management systems; management and leadership development
training; a mentoring program; succession planning; and a program to help staff
balance the demands of their professional and personal lives.

—Training for Risk-Related Activities.—$140,000 to keep procurement and busi-
ness development staff current on complex changes; $235,000 for training of Re-
gional and District administrative officers authorized to commit funds on behalf
of SBA; and $90,000 for training of staff involved in acquisition activities, which
are inherently high-risk, Agency-wide.

—Proactive recruitment.—$123,000 to attract the necessary skilled personnel
needed for succession planning. By 2009, 34 percent of SBA’s workforce will be
eligible to retire.

—District Office program oversight staff.—$100,000 to ensure continued moni-
toring and oversight of SBDC grant and policy issues, adherence to procedures
and knowledge of the program announcement.

—Enterprise human resources integration system.—$800,000 to integrate SBA’s
personnel record keeping into this government-wide record keeping system cov-
ering the entire life cycle of Federal employees to replace the current Official
Personnel Folder.

OUTCOMES DRIVEN

To fulfill its mission, it is critical that the SBA understand how to drive outcomes
aligned with that mission. SBA is proud of its work on budget and performance inte-
gration which has allowed the Agency to maintain a green rating in both status and
progress since fiscal year 2004.

The Agency recognizes it still has work to do, particularly in defining our pro-
grams’ outcomes. As such, SBA has contracted with the Urban Institute to analyze
our business loan programs with results due in fiscal year 2007. In addition, the
Agency is analyzing penetration of its lending products into various place-based and
people-based groups to understand their impact more fully.

In Spring fiscal year 2007, the Agency will complete a major review of its Stra-
tegic Plan. The review will incorporate information from SBA’s financial assistance
programs’ evaluation, as well as the new SBA leadership team’s vision. In addition,
reporting, measurement, and goal attainment is being designed to align the most
critical outcomes the Agency is working to achieve.

CONCLUSION

In closing, this is a good budget for America’s small businesses and America’s tax-
payers. I look forward to working with you to enact this budget and to help entre-
preneurs start, build and grow their small businesses. Again, thank you for inviting
me here today and I will be glad to answer any questions.

Senator DURBIN. Thank you very much. I stated at the beginning
of this hearing that we have a rollcall, which begins at 9:30. I'm
going to ask a few minutes of questions and then turn to my col-
leagues, Senator Bond and Senator Allard and then, after they've
asked those, we will recess until after the rollcall votes when I will
return with a longer list of questions, probably around 10:15. I
apologize for the interruption but this is beyond our control at this
point.

SMALL BUSINESS DEVELOPMENT CENTERS

So let me just say first that I'm concerned, Mr. Preston, about
the small business development centers and the amount of money
that is being requested in this budget, if this turns out to be a pret-
ty good investment for Federal taxpayers. We spend about $87 mil-
lion nationwide and according to SBA statistics, we create small
businesses that generate five times that amount in Federal tax rev-
enues. So for every dollar that we invest in these centers, busi-
nesses are created employing Americans and generating tax reve-
nues at a rate of 5 to 1. That’s a pretty good investment.

And yet, there are suggestions here that we are going to cut back
on the small business development centers. I'd like for you to ad-
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dress this in terms of whether we are, in fact, going to squander
an opportunity here to help a lot of people who need help at the
expense of business creation. Also, from a minority perspective,
we're very concerned about the creation of minority businesses. Ac-
cording to studies commissioned by the SBA, small businesses are
the greatest source of net new employment in inner cities com-
prising more than 99 percent of establishments and 80 percent of
the employment in inner cities. However, the 4-year survival rates
of minority-owned businesses are lower than the survival rates of
non-minority owned businesses. More than one-third of the people
who come in to these development centers are minorities. As we cut
back, it reduces opportunities for minority expansion for cities and
as I mentioned earlier, it reduces the opportunity for businesses to
be created, generating tax revenues.

| D(l)?you think this is a good choice of expenditures at the Federal
evel?

Mr. PRESTON. Well, let me just start out by saying two things.
Number one, they are a very important part for us. In fact, the
small business development centers as well as the women’s busi-
ness centers and our SCORE network are really the cornerstone of
our business training and counseling effort at the SBA. And I also
acknowledge the criticality of certain minority businesses; in fact,
a lot of what we’re focusing on strategically right now is how to
reach deeper and more effectively into that community because
driving small business ownership in the inner city as well as in
some of the rural markets where we see difficulty, we think can be
an absolute game-changer. So I appreciate the question.

The SBDCs—we are not the primary source of funding for them.
We are a core tier of funding that gives them the stability to run
a core level of operation, provide overhead, provide hiring to a cer-
tain degree but then they also have external fundraising efforts
and we encourage them to do that. We are working, in fact, right
now with women’s business centers on a trial basis to help them
become more effective in external fundraising and to bring best
practices to bear and we would like to have that type of a dialogue
with the SBDCs as well.

So I guess, Senator, I look at it as we are a very significant layer
of funding to them. We enable them to go and do things that they
might be able to do otherwise but we would like to work with them
and encourage them to expand their external funding sources be-
cause we do think that expanding their reaches is important.

Senator DURBIN. I know that you've testified to that before but
I think that you’re overlooking the fact that that Federal invest-
ment is an incentive for non-Federal sources and as we back off of
it, I hope that you're right but we may be wrong, at the expense
of a lot of opportunities. I'm going to leave at this point and turn
it over to Senator Bond and you’ll have a 5-minute clock and then
turn it over to your colleague, Senator Allard and Senator Allard,
if you could stay that long, if you’d be kind enough to recess the
hearing at the end of your question and we’ll resume at about
10:15.

Senator BOND [presiding]. Thank you, Mr. Chairman. Senator Al-
lard can run faster than I can so we will—you’re younger and in
better shape.
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Congratulations, Mr. Preston, to you and Ms. Carranza, on the
successes. I'm hearing very good things about the SBA under your
leadership and the revitalization.

Mr. PRESTON. Thank you.

SMALL BUSINESS INNOVATIVE RESEARCH

Senator BOND. But there are a couple of areas I want to high-
light very quickly with respect to procurement. The performance
budget states there will be a review of the small business innova-
tive research, SBIR, and the small business technology transfer,
STTR programs. Based on these reviews, SBA will recommend leg-
islation and propose regulatory changes. It goes on to state the
SBA will continue to improve oversight and evaluation of SBIR and
STTR. As we all know, they function more than simply as procure-
ment. SBIR was created in the 1980s, to provide new contracting
opportunities for small companies and to foster innovation and
commercialization of innovative products by small companies.

The National Institutes of Health SBIR program, for example,
helps small medical device, biotech, and diagnostic firms access
critical early-stage capital to get the product off the drawing board
and I continue to be concerned that SBA is stifling innovation in
biotechnology and other industries relying heavily on venture cap-
ital. Biotech industry is heavily dependent upon capital expendi-
tures, 10 to 15 years, $800 million for a company to bring just one
product to market.

For 20 years until 2004, your agency was a catalyst for devel-
oping America’s most successful companies, helping to fund startup
and development. But then SBA decided that small businesses was
relying heavily on venture capital no longer qualified for SBIR and
that inequitably penalized biotech firms and has delayed, maybe
even prevented life-saving drugs and life-enhancing medical inno-
vations and I believe in certain circumstances, has driven them
abroad.

Last year, I offered legislation to correct it. It was included in the
SBA reauthorization, which fell victim, like everything else, to the
delays and filibusters at the end of the session. I might also note,
I'm equally concerned about this administration’s continuing lack
of enthusiasm for the HUBZone program. Ten years ago as chair-
man of the authorizing committee, I wrote the legislation author-
izing the historically under-utilized Business Zones or HUBZones,
to provide incentives for companies to locate and provide jobs in the
Nation’s inner cities and depressed areas by giving them a Govern-
ment contracting preference. As you yourself have just said, there
is still a great need for good jobs in the distressed areas of big cit-
ies and small towns and I'll look forward to working on that with
you.

But one point I want to make. I have this chart that came from
NIH and it shows the base application rates for the SBIR program
and the RO1 program. This is significant because it shows when
the new regulations were applied to a specific company, Cognetixs,
in 2003 but the agencies did not fully implement them until 2004.
So it’s fair to say that these 2005 and 2006 numbers where the ap-
plication rates fell off significantly in percentage terms, are a result
of the venture capital rules. And the chart also includes the RO1
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applications, the largest NIH grant program for universities and
academia. So while the SBIR program was falling off, it shows that
applications for the RO1 grants continued to increase. I think this
makes a very strong case to show that the decrease in SBIR appli-
cations is specific to the SBIR program and not a result of scientific
trends. Would you agree with that?

Mr. PRESTON. Well, I would certainly want to dig into the data
further, Senator, to understand what it implies. One of the things
we have, we are waiting right now, is a study from the National
Academy of Science that looks at the whole SBIR program and the
value of it, et cetera, et cetera. I do agree, it’s a critical program
for getting capital to companies that are involved in the commer-
cialization stage that are small. Venture capitalists can own up to
49 percent. I think your point is based on the need of the funding.
It may need to go over that.

What we’re trying to do here is balance the need to get money
to small businesses that are viable and have great ideas with en-
suring that we get the kind of value out of the program that you’re
talking about.

Senator BOND. I look forward to discussing that with you further
and I'll leave my further questions for the record and turn you over
to the tender mercies of the Senator from Colorado.

Mr. PRESTON. Thank you.

Senator ALLARD [presiding]. Thank you, Senator Bond. I appre-
ciate it. I ask unanimous consent that my full statement be a part
of the record.

Senator BOND. Without objection.

[The statement follows:]

PREPARED STATEMENT OF SENATOR WAYNE ALLARD

I would like to thank Chairman Durbin for holding the first hearing of the new
Subcommittee on Financial Services and General Government. I was fortunate to
work with him as my Ranking Member on the Legislative Branch Subcommittee
during the previous Congress, and I look forward to continuing to work with him
in this new capacity.

I am pleased to be a member of this new subcommittee. These agencies are of
a particular interest to me, as I am ranking member of the authorizing sub-
committee with similar jurisdiction. I appreciate this opportunity to become more
involved in their budgetary matters as well.

Coming from an agricultural state like Colorado, I have a keen interest in the
Commodities Futures Trading Commission. I will be eager to hear how the CFTC
is changing with the financial markets.

I hope Chairman Jeffery will also be making a few comments on the topic of com-
petitiveness. Following the release of the Paulson report and the Schumer/
Bloomberg report, competitiveness of the capital markets has become the primary
topic of discussions in the financial markets. While most of the discussion focuses
on more traditional securities, I am curious to hear more about how futures, options,
and the CFTC fit into the picture.

I also hope that Chairman Jeffery will discuss the proposed new transaction fees.
This would be a major shift, and I believe it is important to fully understand all
aspects of the proposal.

I also look forward to hearing from Administrator Preston of the Small Business
Administration. I started and owned a small business, so I am well aware of the
challenges faced by small businesses. Once an entrepreneur is able to overcome the
hurdle of raising the necessary start up capital, the new business owner faces
gauﬁlting rules and regulations. The SBA is an important resource for help with

oth.

It is important that we continue to promote the start up and growth of small busi-
nesses in America, since they are a significant sector of the economy.

Small firms
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—Represent 99.7 percent of all employer firms.

—Employ half of all private sector employees.

—Pay more than 45 percent of total U.S. private payroll.

—Have generated 60 to 80 percent of net new jobs annually over the last decade.

—Create more than 50 percent of nonfarm private gross domestic product (GDP).

I would like to thank Chairman Jeffery and Administrator Preston for appearing
before the subcommittee today. Your perspective will be very helpful as we move
forward with your budgets, and I look forward to your testimony.

LOAN OVERSIGHT

Senator ALLARD. I have two quick questions. You have an inspec-
tor general report where it says the agency does not have sufficient
controls to detect fraud and prevent unnecessary losses. What is
your response to that critical statement?

Mr. PRESTON. I think the agency does have sufficient resources.
We've significantly increased our lender oversight. We've expanded
that group. We've expanded the statistical tools that we use to ana-
lyze our lenders. We actually continue to see improvements in the
improper payment numbers and I think we’ve got a great working
relationship with our inspector general on these issues. So I think
we continue to improve. In fact, right now

Senator ALLARD. Are you watching your loans on your businesses
and being careful—being sure they don’t get in some of these exotic
loans that we’re seeing in the housing market?

Mr. PRESTON. Senator, our loans are set up in very specific pro-
grams. So there are only certain kinds of loans we can make.

Senator ALLARD. They are 50 year, 30 year standard payoff
loans.

Mr. PRESTON. They generally are even shorter than that.

Senator ALLARD. Okay.

Mr. PRESTON. But mostly they are bank loans that have to fit
into a particular framework.

PART

Senator ALLARD. Okay. Very good. The other thing, too is I take
a lot of interest in the PART program. Do you know what I'm talk-
ing about? It deals with setting goals and objectives that are meas-
urable and examining outcomes.

Mr. PRESTON. Exactly.

Senator ALLARD. There are a few programs under your purview
that I don’t think quite made the grade on that PART program,
maybe just one or two or three. Do you want to comment on that?

Mr. PRESTON. I probably prefer to work with your staff to find
out specifically which programs you’re considering but we do have
PART goals on all of our programs, you're correct, yes.

Senator ALLARD. I'm one that follows that.

Mr. PRESTON. I think that’s very important.

Senator ALLARD. I say that just to alert you that whenever you
show up in front of me, I’'m liable to ask you about the PART pro-
gram. If you have some programs in there that are lagging in that
regard, you'll get some questions from me on that.

Mr. PRESTON. Great.

Senator ALLARD. So you need to be prepared because I think the
Government Performance and Results Act has got the right tone
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that we need to bring accountability to our agencies. I'm one that
believes in that so you’ll hear some questions from me on that.

Mr. PRESTON. That’s great. I agree with you fully. Thank you.

Senator ALLARD. Very good. You know, I'm not sure you've got
any but it seemed like there might have been one or two there. But
if not, don’t worry about it. If there is, I'd like to get a response
to my staff on where you are on those particular programs.

Mr. PRESTON. Great.

Senator ALLARD. I need to go down to the floor and catch this
vote, so I'm going to put the subcommittee in recess.

Mr. PRESTON. Great. Thank you.

MICROLOANS

Senator DURBIN [presiding]. Sorry for the delay and I thank you
for your patience, Mr. Preston. We got a few things done on the
floor. I'm sorry if some of this area, some of these questions have
been covered but I'd like to ask, if I might, why your budget re-
quest this year proposes that the microloan program be operated
through higher interest rates and with zero subsidy. You also pro-
posed to eliminate all technical assistance funding for microloans.
Explain to me if you can, how the SBA came up with the statement
that it cost 85 cents to make a $1 microloan and whether that cal-
culation takes into account the ongoing cost of intermediaries pro-
viding technical assistance and support to businesses and their
portfolio?

Mr. PRESTON. It does, it takes into account two things. It takes
into account the technical assistance piece, which is really the pri-
mary on it there. I believe the technical assistance piece is $13 mil-
lion of the cost and then a much smaller portion, somewhat over
$1 million, represents the subsidy that we currently pay on the
loans that we make to the microlenders. So in other words, that’s
the degree to which the Government subsidizes those loans because
we offer them below the Treasury rate.

Senator DURBIN. What is the total dollar amount the SBA cur-
rently has in outstanding loans to microlending intermediaries?

Mr. PRESTON. Outstanding—I don’t have that number at the top
of my head. I know last year we made about $18 million in new
loans. I can get that for you in a second.

Senator DURBIN. Do you know what the average amount of a
microloan is?

Mr. PRESTON. In that program, I believe it’s $13,000. It maxes
out at $35,000.

Se‘;lator DurBIN. Could you kind of describe the typical recipi-
ents?

Mr. PRESTON. The typical recipients of ours, in many ways, are
our target group. They are heavily represented by minorities. They
reach into the inner cities as rural markets. And there is a heavy
representation of women as well.

Senator DURBIN. Which, if I remember from your other testi-
mony, is a high priority for the SBA.

Mr. PRESTON. Exactly. Yes, it is.

Senator DURBIN. So I asked you earlier about the small business
development centers, which we understand are used not exclusively
but disproportionately by minorities and now we find the microloan
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program, which is being cut back. Do you see, from my side of the
table, that it looks like you’re stating your goal is to reach out to
these people and yet your budget says that you won’t?

Mr. PRESTON. Well, I think what we’re trying to do is expand the
capital that we can get out there and try to do it on a cost-effective
basis. We're asking for authorization of up to $25 million—I think
last year, we put about $18 million out there and what we’d like
to do is be able to put more money out there but put it out there
on a most effective basis.

Senator DURBIN. I'm interested in that cost effective phrase that
you just used. If you don’t offer as much in microlending, is it not
true that those who are seeking the loans will turn to the commer-
cial side, which may be more expensive?

Mr. PRESTON. I think by increasing our cost to the microlender,
there will be some increased cost to the borrower. I also think
though, there are a lot of microlenders out there that don’t take—
avail themselves of our funds and we’re hoping that by expanding
the capital available to microlenders, we’d actually be able to get
more capital in the hands of people.

Senator DURBIN. But isn’t technical assistance a critical part of
this?

Mr. PRESTON. It’s absolutely critical.

Senator DURBIN. To make sure the microloans are based on a
good business plan, executed well, monitored carefully?

Mr. PRESTON. Yes, it’s a necessary component. It’s critical but
we, Senator, already provide technical assistance to about 1%2 mil-
lion people a year. We have 13,000 counselors in our network and
this is 2,500 loans each year. So we're looking to leverage that net-
work to provide that technical assistance to these people. It is a
fraction of 1 percent relative to the volume that we already under-
take.

Senator DURBIN. I understand you have many people who are in-
volved in small business development centers, SCORE volunteers
and SBA technical assistance providers, who step in to assist busi-
nesses that receive loans from microlending institutions. I'm not
convinced though, that these other technical assistance providers
can really provide the same intensive and personalized assistance
that microlenders currently provide their own borrowers. Unlike a
lot of the SBA technical assistance providers, microlending inter-
mediaries reach out to their borrowers and proactively check to see
if they need assistance and what needs they might have. The
SBDCs and SCORE volunteers respond to businesses that contact
them seeking help. So it’s a much different relationship. It’'s a
proactive relationship with the microlending intermediaries and
one that is more passive when it comes to these other sources.

Mr. PRESTON. I think that is a fair representation of the majority
of the people they work with. I don’t know that I would concur that
a lot of these people don’t reach out and honestly, I've spent many,
many days in the field, talking to small businesses that have
worked both with our district offices and with the SBDCs and other
volunteers and the tight relationship, the consistent interaction, in
many cases, is there.
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DISASTER LOANS

Senator DURBIN. Let me move to another topic, disaster loans.
What is your estimate for disaster loan activity in the next fiscal
year?

Mr. PRESTON. We've got $1.064 billion in our budget request.

Senator DURBIN. And how did you arrive at that estimate?

Mr. PRESTON. That is derived from a 10-year average. Ten-year
average, accepting the outlayer years, which is, I believe, primarily
Katrina.

Senator DURBIN. In the recently passed continuing resolution, we
provided the SBA an additional $113 million for disaster loan ad-
ministrative costs for 2007.

Mr. PRESTON. That’s right.

Senator DURBIN. How long do you project the program can oper-
ate with that amount of additional funding?

Mr. PRESTON. Based on the estimate for a typical disaster year,
which never actually occurs, obviously, that would take us well into
July, which would leave us short for the last few months. If we
would have a year where there was somewhat lighter disaster ac-
tivities, it’s conceivable we could get through the year and certainly
if it’s a heavier year, that would be an issue.

Senator DURBIN. So what happens if you run out of money in
that area in July?

Mr. PRESTON. If we run out of—if we purely run out of money
in July, we don’t have money to fund new disaster loans in the pro-
gram and I just want to mention, the money that we have that
came through the continuing resolution is less than what we re-
quested in the process. I believe we requested $140 million, which
we thought would take us through the full year.

Senator DURBIN. To your knowledge, will there be an additional
request on the supplemental?

Mr. PRESTON. I know we are working with your people on the
supplemental.

Senator DURBIN. Okay. Your budget justification talks about the
fundamental re-engineering of the disaster loan program and the
creation of a disaster reserve. What do you have in mind?

Mr. PRESTON. Well, we've already made a tremendous amount of
progress and I would invite you or anyone on the subcommittee to
send staff down to our processing center and we’ll take you through
in detail what we’ve done. But we have fundamentally restructured
the operational processes around how loans are distributed and
closed and we continue to drive kind of a—it’s a very deep re-engi-
neering, Senator, so it’s—I don’t want to get in the weeds too much
but effectively to put in place processes to make our people more
responsive, to give them better customer service along the way, to
get loans and approvals processed much more quickly. And it really
gets into digging very, very deep into the operational processes and
basically fixing some things that were broken.

AGENCY STAFFING

Senator DURBIN. I wanted to ask for a moment about agency
staffing levels. We understand your staffing levels have declined
significantly over the past several years, though you’ve only been
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there 8 months so some of this precedes your arrival. Can you pro-
vide us with a chart for the record, showing the agency staffing lev-
els by year for the past 5 years?

Mr. PRESTON. We can do that.

[The information follows:]

EMPLOYMENT SUMMARY
[Headcount: Based on the HCM Employment Summary Report]

Fiscal
9/30/02 9/30/03 9/30/04 9/30/05 9/30/06 | 12/31/06 | year 2008
budget
Headquarters:
Executive Direction ..........ccoooveernrreenn. 239 257 249 243 230 231
Management and Administration .. 95 92 92 94 95 94
Chief Information Officer . 53 53 53 53 48 52
Capital Access 159 157 137 132 129 133
Entrepreneurial Development . 46 49 45 43 42 41
Government Contracting/Bus Dev ...... 91 89 74 69 73 72
Total headquarters ........cccccoueeeeen. 683 697 650 639 617 (YA —
Field:
Field Support to Headquarters?® ........ 257 258 253 250 246 340
Field Servicing Centers ... . 86 83 150 151 158 164
Regional Offices ..... 23 26 27 32 31 29

District Offices 2 1,674 1,581 1,294 1,053 1,002 899

Total field ..o 2,040 1,948 1,724 1,486 1,437 1432 | v
Total SBA funded employees ......... 2,723 2,645 2,374 2,125 2,054 2,055 2,123
Inspector General 108 98 97 94 102 104
Disaster Loan Making .. 854 733 1,855 2,240 4,083 3,460

Disaster Loan Servicing ... 205 159 142 115 101 98

Total SBA employment .................. 3,890 3,635 4,468 4,574 6,340 EIV0 VA -

IField Support to Headquarters includes Legal staff in District Offices, the Denver Finance Center, and Regional Advocates plus others. A
complete listing is available upon request.
2The decrease in headcount reflects a reclassification of 91 legal staff from District Offices to Field Support to Headquarters.

Senator DURBIN. Are you concerned that staffing levels have
dropped too far, where you can’t meet your statutory obligations?

Mr. PRESTON. I'm not. I want to tell you once again, we're par-
ticularly heartened by the work you all have done with us for 2007
and with the budget in 2008 because that will allow us to add
about 86 people, which I think will be very important for us. We
are at a tight level right now but I'm not concerned about our abil-
ity to meet statutory requirements.

Senator DURBIN. The Office of Personnel Management (OPM)
Survey of Government Employees indicated that a significant num-
ber of SBA employees felt they didn’t have sufficient resources to
do their jobs. How will your budget request provide adequate re-
sources?

Mr. PRESTON. Unfortunately it showed a lot more than that,
many of which—many of the items showed that we have a lot of
work to do in our employee base. Our people are not trained well
enough right now. They are not all allocated to the right activity
and we are going through an extensive review right now. We're
about to roll out extensive training programs. We're clarifying roles
and responsibilities of people throughout the agency to make them
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more effective in meeting the needs of the agency. And all of that
is very specifically responsive to the OPM tool as well as some sur-
veying that we’ve done on the side. I also have personally been to
many of our district offices and talked with our people.

Senator DURBIN. I just wanted to say—you mentioned at one
point in your budget justification a morale problem among the em-
ployees.

Mr. PRESTON. Pardon me?

Senator DURBIN. You mentioned a morale problem among em-
ployees.

Mr. PRESTON. Yes. It was in the 2004 survey and it was vali-
dated by the 2006 survey that was completed in June. So I'm get-
ting a little ahead of things here but in the coming year, every one
of our district offices will be goaled on people initiatives, which will
include career planning, training, GAP assessments, reviews—all
sorts of things that I think are critical. The last thing you want in
a service organization is bad morale. So this is something we have
to nail and something frankly, I take very personally.

CONTINGENCY PLANNING

Senator DURBIN. I have a series of questions I'd like to submit
to you for the record but I want to close by asking you about some
of the concerns expressed by the inspector general’s office. Con-
cerns were expressed about whether the SBA has devoted sufficient
resources to develop comprehensive contingency planning so that it
will be able to respond in a quick and effective manner to large-
scale disasters, similar to gulf hurricanes. What resources does the
SBA budget request allocate toward large-scale disaster planning?

Mr. PRESTON. Well, we are—that is an ongoing responsibility of
the senior leadership team for the disaster business but right now
we have a very significant team focused both on re-engineering the
process, which I mentioned earlier as well as building a detailed
sort of disaster search plan that would effectively be like a play-
book that you could—that we would be working with to show ex-
actly how we ramp in a major disaster. So I believe the budget we
have in place is sufficient to be able to do that but clearly, if a sig-
nificant disaster hit, we would need to come back for additional
funding to handle the scale of the volume.

Senator DURBIN. I understand that part. Funding may be nec-
essary but I guess the question is whether you have a contingency
plan so that if you—in the Hurricane Katrina situation, we had
some warning. Not much but some and I think it really put all the
Federal agencies on notice if they have to respond to a disaster, to
think large. Be prepared. Have you done that?

Mr. PRESTON. Yes, we have and I think a lot of the capacity ex-
pansion has already happened. The systems capacity is threefold to
fourfold what we used in Katrina. We’re building a very significant
reserve force, which are people that are pre-trained. We will be
rolling out in the next couple of months, a training program that
will go across all of our district offices, which currently don’t
exist—don’t work with the disaster business. So a lot of the money
we have in training and some other areas will be used to support
that.
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ADDITIONAL COMMITTEE QUESTIONS

Senator DURBIN. I thank you very much and thanks for your pa-
tience. I'm sorry we had to interrupt the hearing and glad that we
got the questions in. We'll be working with you on next year’s
budget, trying to make sure that we provide you the resources the
Small Business Administration needs. Thank you.

[The following questions were not asked at the hearing, but were
submitted to the agency for response subsequent to the hearing:]

QUESTIONS SUBMITTED BY SENATOR RICHARD J. DURBIN

Question. Mr. Preston, as you see it today, what are the most significant problems
currently facing the SBA?

Answer. Since joining SBA I have spent a significant amount of time listening to
employees, partners, and most importantly, customers. I have reviewed many of the
Agency’s programs in order to identify how to build on SBA’s successes and address
the areas needing improvement. When I came to the Agency, many of our most crit-
ical positions were vacant, and some key management processes were broken. I con-
tinue to work to build a team of competent leaders and managers, which will be
essential in addressing our challenges and opportunities.

My views are grounded in a belief that we can improve the effectiveness and im-
pact of SBA’s programs and activities markedly, and therefore our impact on Small
Business, by employing important management principles: Focusing on the needs of
the customers; Driving outcomes important to our country; and Operating in a com-
pliant, efficient and transparent manner.

Question. To what extent does your 2008 budget request enable you to address
these problems?

Answer. The fiscal year 2008 budget request provides ample funding to reform
and refocus the Agency so that SBA is able to fulfill its mission to help America’s
entrepreneurs start, build and grow their small businesses. This funding will sup-
port:

—Continued reengineering of the loan servicing process, resulting in better cus-
tomer service and less operational redundancy. Further, consolidation of 7(a),
504 and Disaster loan liquidations will ensure that loans are managed more
consistently and efficiently;

—Sharpened focus on the country’s most underserved communities through ex-
pansion of the Community Express pilot, the Urban Entrepreneur Partnership,
business process reengineering for the Office of Government Contracting and
Business Development (GCBD), expansion of Alternative Work Sites, and ex-
panded veterans’ outreach, among other priorities.

—A more accountable, efficient and transparent organization through centralized
loan operations, operational assessments, an improved loan liquidations process,
enhanced lender oversight, and other important initiatives.

Question. To what degree does SBA depend on contracts with information tech-
nology providers to administer its disaster loan program? Are you confident that
your agency’s oversight of these contractors is sufficient?

Answer. There are two primary IT support contracts supporting the Office of Dis-
aster Assistance for its mission critical IT system, the Disaster Credit Management
System. The total contract staff represents approximately 50 percent of the ODA’s
resources performing IT functions at our DCMS Operations Center. SRA, Inter-
national provides IT support and resources for maintenance of software, network,
applications, database, help desk, and project management. IBM is under contract
for critical system hosting services with service level agreements for system and net-
work availability and security.

Contract oversight of the service providers by SBA management is proactive and
adequate to achieve the objectives of the mission. Planned improvement to system
functionality and reliability are on-going activities. The results are consistently suc-
cessgul implementation of these enhancements within the schedule and budget allo-
cated.

Question. Legislation has been introduced in this Congress to allow banks to make
SBA-guaranteed disaster loans. What is your agency’s position on this legislation?

Answer. SBA is working with banks and other entities to develop a role in the
private disaster lending arena. While the current language being proposed is much
improved as it gives SBA more flexibility in crafting a workable proposal, we are
continuing our discussions with the banking industry. It is important to understand
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that this would require a solid plan that balances the needs of disaster victims, the
goledof the private sector and the Agency’s duty to manage the risk to taxpayer
unds.

Question. What is the size of your current outstanding loan portfolios in your var-
ious programs?

Answer. The table below reflects outstanding principal balances for all of SBA’s
large loan programs including pre-credit reform era loans as of September 30, 2006.

OUTSTANDING PRINCIPAL BALANCES AS OF 9/30/2006

Amount

7(a) Business Loans $46,137,567,613
504 CDC 16,736,723,758
SBIC Participating Securities 4,818,789,740
SBIC Debentures 1,988,225,000
All other programs 1,484,135,591

Total 71,165,441,702
Disaster 6,806,142,230
Microloan Direct 92,330,700

Total Portfolio 78,063,914,632

Question. What procedures are used to provide oversight of lenders and monitor
loan performance for your guaranteed loan portfolio? Do you think these procedures
and your capacity are adequate?

Answer. In fiscal year 1999, SBA formally recognized the need for greater over-
sight and risk management of SBA’s lenders and loan portfolios, creating SBA’s Of-
fice of Lender Oversight (OLO). Since that time, OLO has implemented numerous
procedures to provide oversight of 7(a) Lenders and Certified Development Compa-
nies and to monitor loan performance of the 7(a) and 504 guaranteed loan programs.
In Today, OLO continues to implement and improve SBA’s monitoring and oversight
processes.

The procedures OLO has put in place have taken several forms. The following is
a highlight of key procedures. OLO has established a system of risk management
through the development of an off-site monitoring and review system for all 7(a) and
504 loans and SBA Lenders that has been recognized as an “industry best practice.”
OLO has also strengthened on-site reviews and exams of SBA’s larger SBA Lenders.
OLO has increased interoffice coordination and communications on oversight of
high-risk SBA Lenders, though formation of interoffice lender oversight and port-
folio analysis continues. Finally, OLO is in the process of implementing other initia-
tives that will add to its oversight capabilities a more detailed discussion of SBA’s
Lender and loan oversight procedures and processes follows.

Loan and Lender Monitoring.—System Off-site monitoring is provided through the
OLO’s Loan and Lender Monitoring System (L/LMS). OLO’s L/LMS system was
originally developed and implemented in fiscal year 2003. L/LMS enables OLO to
perform off-site monitoring of SBA Lenders by providing periodic credit quality and
portfolio performance assessments of individual lender portfolios, as well as the
overall 7(a) and 504 loan portfolios. L/LMS also uses current and historical perform-
ance data to generate predictive measures of future performance. These performance
data and predictive measures form the basis of OLO’s Lender Risk Rating System.

Risk Rating System.—The Risk Rating System is an internal tool to assist SBA
in assessing the risk of each SBA lender’s loan operations and loan portfolio. The
Risk Rating System enables SBA to monitor SBA Lenders on a uniform basis and
identify those institutions whose loan operations and portfolio require additional
monitoring or other action.

Risk-based Reviews and Examinations.—OLO has also implemented several meas-
ures to improve the quality of on-site SBA Lender reviews and examinations. On-
site reviews have been expanded from purely compliance-based reviews into more
comprehensive, risk-based reviews. The new risk-based approach was put into oper-
ation in fiscal year 2005-06. It includes a review of the SBA Lender’s portfolio, its
SBA management and operations, and an assessment of the SBA Lender’s credit ad-
ministration policies, in addition to a compliance review. Reviews are generally per-
formed on larger 7(a) lenders and the largest Certified Development Companies
(CDCs). Small Business Lending Companies (SBLCs) may receive a more rigorous
safety and soundness examination, similar to those performed by federal financial
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institution regulators. These safety and soundness examinations include more de-
tailed analyses of some of the same components of the risk-based review; however,
the examinations also focus extensively on the financial condition of the SBLC, as
measured by the institution’s liquidity, capital and earnings strength.

The reviews and examinations are performed by contractors with significant audit
experience. Reviews and examinations follow SBA’s On-Site Lender Reviews/Exami-
nations SOP. This SOP, published in fiscal year 2006, details review components,
procedures, and issues that may lead to review findings. The SOP is available to
all SBA Lenders to enable them to understand the review process and help them
comply with the requirements of the loan programs SBA contractors receive periodic
training covering SBA’s on-site and off-site review and monitoring policies and pro-
cedures contained in the SOP.

Lender Portal—The Lender Portal allows SBA Lenders to view their portfolio
data online, and compare their performance to the averages of their peers and the
overall portfolio. The Lender Portal allows SBA Lenders access to the same informa-
tion OLO uses to measure risk, and enables the SBA Lenders to be proactive in ad-
dressing performance issues rather than reacting to problems after they are con-
tacted. By becoming more proactive in correcting portfolio performance problems,
SBA Lenders can reduce SBA’s portfolio and SBA Lender risk. Having the Portal
information available also assists SBA Lenders in managing their SBA operations
and managing their SBA portfolio risk, and can be an important part of their deci-
sion to expand their presence in the SBA market.

Corrective Action Plans.—OLO has implemented a corrective action process
whereby SBA Lenders work with SBA to address problems and deficiencies identi-
fied by OLO through on-site reviews, off-site monitoring and referrals. SBA Lenders
are requested to respond to the issues identified and to provide a corrective action
plan that addresses the problems. If the institution fails to correct the problem, SBA
may then pursue enforcement actions.

Lender Oversight Committee.—Through delegations of authority published in fis-
cal year 2005, SBA created a Lender Oversight Committee (LOC). The LOC is com-
posed of senior SBA management, as well as OLO management, and meets on a reg-
ular basis. Among other activities, the LOC reviews the performance of individual
SBA Lenders, and will determine whether to impose certain enforcement actions, as
necessary.

Portfolio Analysis Committee.—OLO has also instituted monthly Portfolio Anal-
ysis Committee (PAC) meetings. The PAC is comprised of senior and mid-level man-
agers. The PAC reviews overall 7(a) and 504 portfolio performance, trends, and
characteristics. The PAC helps ensure that offices throughout SBA are aware of per-
formance activity and potential trends that could affect either loan program.

Coordination with Office of Chief Financial Officer.—As part of the credit subsidy
modeling process, the Office of the Chief Financial Officer (OCFO) monitors on a
quarterly basis and annually updates purchase and recovery rates for all loan pro-
grams. The impact on subsidy rates from changes in purchase and recovery rates
are recorded in an analysis of change document that is maintained for all of SBA’s
loan programs. The CFO attends the monthly PAC meetings. The CFO also provides
an analysis of the impact of proposed program changes on the subsidy rates and
assists in identifying ways to reduce losses and increase recoveries.

In conclusion, OLO believes that all of the processes and procedures described in
this response indicate that SBA has in place a comprehensive system of lender over-
sight and portfolio monitoring that will reduce the Agency’s risk in the 7(a) and 504
loan programs. While capacity in a program of oversight involving over 5,000 SBA
Lenders and a portfolio of over $60 billion is always a challenge, SBA is assisted
with contract support. SBA has the statutory authority to charge 7(a) lenders fees
to cover the cost of oversight including contractor support. This current fee author-
ity along with the CDC fee authority, if enacted should fully support SBA’s ability
to conduct oversight. SBA has requested similar fee authority for the DCS in the
504 program to ensure that there are adequate resources available to oversee this
program as well.

Question. The 7(a) program makes loans available to borrowers who cannot obtain
credit at reasonable terms from the private sector without the federal guarantee.
Specifically, what borrowers are you trying to reach? How is this purpose affected
by the presence of a zero subsidy for the 7(a) program? Would returning to a posi-
tive subsidy help you meet your policy objectives?

Answer. The 7(a) loan program is designed for those borrowers who are credit-
worthy (the lender’s analysis concludes that the loan will repay in a timely manner
and not default based on historical performance and credit histories) but that either
do not meet the lender’s collateral requirements, require a longer repayment term
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than the lender gives to non-guaranteed borrowers for the same use of proceeds, or
are for new businesses with an unproven track record.

When SBA under the Bush administration converted the 7(a) loan program to a
zero subsidy loan program for fiscal year 2005, the fees supporting the 7(a) program
were returned to their pre-September 11 levels. (After September 11, 2001, fees for
the 7(a) program were reduced for fiscal years 2003 and 2004 in the hopes of stimu-
lating the economy that suffered from the terrorist attack.) Prior to that, the fees
had been the same since December, 2000. Before December, 2000, the fees under
the Clinton administration were higher. Since the 7(a) program became a zero sub-
sidy program, the only fee that has been adjusted slightly upward has been the on-
going annual fee paid by the lender. That fee increased by only 4.5 basis points from
0.50 percent to 0.545 percent during fiscal year 2006. For fiscal year 2007, the fee
is 0.55 percent, an increase of only one-half of 1 basis point. And for fiscal year
2008, the fee will decrease to 0.494 percent which will bring the fees for 7(a) below
those charged pre-11 when the 7(a) program was subsidized.

SBA believes that for the 7(a) loan program, zero subsidy is still the best policy
for the long term stability and growth of the 7(a) loan program. Since the 7(a) pro-
gram went to zero subsidy, SBA has had two record-breaking years of lending.

Volume during fiscal year 2005 (the first year that the 7(a) program was a zero
subsidy program) was 95,900 loans—an increase of more than 18 percent over 2004
when the program was subsidized. Volume during fiscal year 2006 maintained this
trend and actually increased by another 1,390 loans. Fiscal year 2007 YTD con-
iiéluzegogo maintain the strong demand by growing another 9 percent as of March

Question. What is your default rate in the basic 7(a) program?

Answer. The default rate, as a percent of disbursements, for the 2008 budget sub-
mission is 6.96 percent.

Question. What is the default rate in the disaster loan program?

Answer. The default rate, as a percent of disbursements, for the 2008 budget sub-
mission is 24.10 percent.

Question. On page 10 of the budget justification, you make this statement: “the
agency’s entire business loan operation runs on a Cobol-based system developed in-
house. Parts of this system are over 50 years old. The system is operated on an ex-
pensive mainframe that is dependent on obsolete technology . . .”. What are you
doing to address this situation?

Answer. We have initiated the Loan Modernization Program to address this situa-
tion. We have formed a Steering Council and assigned a Program Manager. We
have also submitted the business case (Exhibit 300) for fiscal year 2008 to OMB.
The fiscal year 2008 Budget request includes $8 million to start acquiring the solu-
tion. Currently, we are in the process of developing the acquisition strategy to iden-
tify and implement the solution that will replace the Cobol-based legacy systems.

Question. What other significant information technology (IT) systems are cur-
rently under development in the agency and what stage are they in?

Answer.

Loan Management and Accounting System (LMAS).—As described in response to
the previous question, the LMAS will support FSIO (JFMIP) compliant loan Origi-
nation, Servicing, and Liquidation. The project scope includes an Integrated Finan-
cial Management System to support FSIO compliant Loan Accounting. LMAS is a
financial management, mixed lifecycle system with the bulk of its development costs
scheduled to occur in fiscal year 2008.

Business Development Management Information System “e-application”.—The
BDMIS e-application will allow the Office of Business Development’s 8(a) and Small
Disadvantaged Businesses to submit applications for certification electronically via
the WEB. This is an enhancement to an existing Business Development system.
BD-MIS is mixed lifecycle system and features the e-application within its develop-
ment segment.

Disaster Credit Management System, E-Loan Application (ELA).—During fiscal
year 2007-08, SBA’s Office of Disaster Assistance (ODA) is developing an Electronic
Loan Application that will integrate with DCMS. One of the ODA’s Strategic Man-
agement Goals is to offer disaster victims accessible, easy-to-use and time saving
services through the electronic filing of disaster loan applications. By using the
Internet, ODA plans to transform loan-making into a virtual loan process that pro-
vides efficient and timely loan decisions to disaster victims. DCMS is a mixed
lifecycle system; ELA represents an enhanced set of capabilities within the develop-
ment segment of DCMS.

E-Gov Business Gateway.—This is one of 25 E-Gov projects within the President’s
Management Agenda for E-government. The Business Gateway provides a govern-
ment-wide one stop website for use by businesses and entrepreneurs. SBA and part-
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ner agencies develop tools to assist small businesses seeking to comply with laws
and regulations, locate government forms and obtain relevant government informa-
tion. Business Gateway is currently a mixed lifecycle system planned to be out of
the development stage in fiscal year 2008.

Contract Management System (CMS).—CMS will be an information system ena-
bling SBA to perform end-to-end electronic processing of its internal contracts,
bringing the Agency into conformance with OMB’s E-Procurement guidance. CMS
is a mixed lifecycle system planned to be out of the development stage in fiscal year
2008.

Question. The Office of Inspector General’s management challenge #1 also identi-
fies flaws in the procurement system that allow large firms to obtain small business
awards and agencies to count contracts performed by large firms towards their
small business goals. What resources is the agency committing to allow SBA to ful-
fill a bigger role in ensuring the accuracy of reporting on small business contracting
and limiting errors by contracting personnel and fraud by contractors?

Answer. The integrity of the data reported to Congress and the Public is crucial
to provide for the confidence in the Federal contracting system. SBA recognizes this,
and is taking the lead, along with the Office of Management and Budget’s Federal
Procurement Policy to work with agencies to ensure their past numbers a scrubbed
and future numbers are accurate. The agencies are currently in the process of vali-
dating their fiscal year 2005 data to identify the reasons for coding discrepancies
and to correct any errors that occurred.

Question. The Office of Inspector General has issued a management challenge
finding serious problems with the SBA 8(a) minority contracting program. What re-
1sour(r:)es is the Agency committing to improve this program and address these prob-
ems?

Answer. Because the 8(a) Program is a business development program—not a con-
tracting program—it is intended to foster the 8(a) firm’s growth (through various
forms of technical, management, procurement and financial assistance) and viability
during the nine year term. The 8(a) BD Program is for socially and economically
disadvantaged entrepreneurs (which include non-minorities) who meet the eligibility
criteria.

SBA is committed to improving the 8(a) BD Program and has committed several
resources that are aimed at refocusing the Program to emphasize “business develop-
ment.” On September 30, 2006, SBA engaged a contract to conduct a review/assess-
ment of the business processing functions of the 8(a) BD Program (i.e. those proc-
esses related to initial certification, continuing eligibility, management and tech-
nical assistance, legislative and regulatory requirements) and design a plan con-
sisting of both short and long term methodologies for re-engineering and improving
those functions.

Specifically, this process improvement plan will:

—Identify and define each program element and the requirement(s) related to the

delivery of the 8(a) BD Program;

—Identify significant issues and problems that exist;

—Identify key issues in the 8(a) BD Program and processes and systems that

need to be updated; and

—Review/assess programmatic requirements to ensure relevance and consistency

with legislative and regulatory compliance.

In addition, the Office of Business Development conducts monthly training ses-
sions (via teleconferencing) for BD field staff in SBA’s district offices. This training
(which covers various programmatic and regulatory issues) is designed to improve
8(a) Program delivery and ensure consistency and uniformity as it relates to serv-
icing 8(a) firms.

Finally, SBA is considering various other changes to the program to promote its
integrity and efficiency, and the Agency intends to issue a proposed rule to amend
its regulations in the near future.

Question. In particular, one of the actions that the OIG has called upon SBA to
take is to exert greater oversight over 8(a) contracts issued by procuring agencies
since SBA has now delegated authority to those agencies to monitor compliance by
8(a) contractors with SBA regulations and requirements. What resources is SBA de-
voting towards conducting adequate oversight to ensure that procuring agencies are
fulfilling their responsibilities?

Answer. In an effort to ensure greater oversight as it relates to 8(a) contracts
issued by procuring agencies, SBA’s Office of Business Development has revised the
language in the Partnership Agreements (between SBA and the procuring agencies)
to clarify roles and responsibilities. The revised Partnership Agreements specifically
require the procuring agencies to monitor 8(a) firms’ compliance with contract per-
formance. In February 2007, the Office of Business Development began conducting
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training for the procuring agencies with regard to rules and regulations governing
the 8(a) Program and the revised language in the Partnership Agreements. This
training is intended to ensure that contracting officers and technical representatives
are adequately advised of their responsibilities concerning 8(a) contract compliance.

Question. The Office of Inspector General issued an Audit Report in May, 2005
on contract bundling. Excessive contract bundling by agencies limit the opportuni-
ties for small businesses to obtain government contracts. That report found that
SBA had not reviewed 87 percent of the reported contract bundling by procuring
agencies even though SBA has a statutory duty to do so, and had not developed a
data base to track bundling activity. The report also determined that there was a
lack of resources in that the Agency had only 43 Procurement Center Representa-
tives in the entire country to monitor over 2,000 procurement locations for the Fed-
eral Government, and that a large percentage of government contracts were not
being reviewed by PCRs. What resources is SBA devoting towards addressing these
issues?

Answer. The integrity of the data reported to Congress and the Public is crucial
to provide for the confidence in the Federal contracting system. SBA recognizes this,
and is taking the lead, along with the Office of Management and Budget’s Office
of Federal Procurement Policy to work with agencies to ensure their past numbers
are scrubbed and future numbers are accurate. The agencies are currently in the
process of validating their fiscal year 2005 data to identify the reasons for coding
discrepancies and to correct any errors that occurred.

QUESTIONS SUBMITTED BY SENATOR SAM BROWNBACK

Question. Currently the microloan program costs $0.85 for every dollar loaned.
Why is it so costly to administer such loans? How will the program change if it were
shifted to zero subsidy as proposed in the President’s fiscal year 2008 budget?

Answer. The technical assistance component is a significant factor in the cost of
the Microloan program. Subsidized interest rates are another extremely high cost.
In addition to Subsidy costs, overhead costs are high since SBA makes direct loans
to each microloan intermediary and must continue to process and administer the
loan, including additional loan disbursements. The Administration’s proposed
change in the Microloan program increases the interest rate charged on the loan
from 3.77 percent to the microlender to 1.06 percent above the 5-year Treasury rate
(estimated in OMB’s economic assumption at 4.93 percent). SBA would also elimi-
nate the technical assistance funding for SBA microborrowers, but would provide
technical assistance through the Agency’s Entrepreneurial Development (ED) re-
sources (SBDCs, SCORE, and WBCs)

The Administration’s proposed change in the Microloan program increases the in-
terest rate charged on the loan from SBA to the microlender from 1.25 to 2 percent
less than the 5-year Treasury rate (depending on the microlender’s average
microloan size) to 1.06 percent above the 5-year Treasury rate (estimated in OMB’s
economic assumption at 4.93 percent).

Question. The fiscal year 2008 budget proposes $484 million in new budget au-
thority. How would this benefit SBA programs? And specifically, what benefits
would be passed along to the American Small Business owner?

Answer. SBA’s fiscal year 2008 budget request reflects the President’s commit-
ment to America’s small businesses and the vital role they play in our economy. En-
actment of this request will enable SBA to continue serving the small business com-
munity while ensuring stewardship of taxpayer dollars.

These resources will support a total of $28 billion in lending authority for small
business financing, which represents a potential 40 percent increase over business
lending for fiscal year 2006, through the 7(a), 504, and SBIC debentures programs.
For its flagship 7(a) program, SBA requests authority for $17.5 billion—a 27 percent
increase over the fiscal year 2006 lending level. SBA also requests authority for $7.5
billion for the 504 program, a 32 percent increase over loans made in fiscal year
2006—a record year for 504 lending. Finally, SBA requests an SBIC Debenture pro-
gram of $3 billion.

In addition, this budget will support the following:

—A disaster loan volume of $1.064 billion (the Agency’s ten-year average based
upon fiscal year 1996-2005 average activity, excluding the WTC disaster, ad-
justed for inflation).

—Counseling and training to small business people through SBA’s network of re-
sources partners in Small Business Development Centers (SBDC), Service Corps
of Retired Executives (SCORE), and Women’s Business Centers.
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—Assist federal agencies targeting a total of $84 billion in prime federal con-
tracting dollars to be awarded to small businesses in fiscal year 2008.

—Investing in the Agency’s human capital through job skills training, mentoring
programs, succession planning, proactive recruitment of highly qualified staff,
and implementation of an automated personnel records system.

—DMaintaining employee security through continued implementation of Presi-
dential Homeland Security Directive #12 and support of major security improve-
ments in the headquarters building.

—Continuing the process of implementing a loan operations system to replace the
current outdated system in order to better track payments as well as increase
the Agency’s loan portfolio oversight.

—Enhancing SBIC oversight and recoveries.

—Providing a cost effective microloan program.

—Continuing efforts to make it easier and faster for small businesses to comply
with government regulations.

—Improving SBA products, services and delivery.

Question. What is the $100 million savings to taxpayers stemming from the 7(a)
loan program being changed to zero subsidy derived from? Are there other benefits
to the zero subsidy program?

Answer. The $100 million savings is an estimate based on the last year (2004)
the 7(a) program had a subsidy rate. If the 7(a) program had a zero subsidy rate
that year it would have saved the taxpayers about $100 million.

SBA believes that for the 7(a) loan program, zero subsidy is the best policy for
the long term stability and growth of the 7(a) loan program. Since the 7(a) program
went to zero subsidy, SBA has had two record-breaking years of lending—years not
hampered by slowdowns as a result of moving beyond the projected levels prescribed
by Congress legislatively.

Question. What is the potential cost to the taxpayers of reducing or eliminating
fees on 7(a)?

Answer. Assuming a loan level of $17.5 billion the cost to the taxpayers would
be $590 million if all 7(a) fees were eliminated. At the same loan level, the cost to
the taxpayers would be $236 million only if the ongoing fee were eliminated and
$354 million if only upfront fees were eliminated.

7(A) BUSINESS LOANS FOR 2008

Subsidy appropriation needed if:
Various Program Levels
No Annual/Ongoing Fees No Upfront Fees No Fees
$17,500,000,000 $236,250,000 $353,500,000 $589,750,000
$16,500,000,000 $222,750,000 $333,300,000 $556,050,000
$16,000,000,000 $216,000,000 $323,200,000 $539,200,000
$15,500,000,000 $209,250,000 $313,100,000 $522,350,000
$15,000,000,000 $202,500,000 $303,000,000 $505,500,000

Question. Does the success of the 7(a) change to zero subsidy have any bearing
on the fiscal year 2008 proposal for the microloan program to go to zero subsidy?

Answer. The success of the 7(a) loan program at zero subsidy has influenced this
decision, especially since the 7(a) Community Express program has surpassed the
Microloan program in loans of $35,000 or less (the definition of a microloan).

Not only does zero subsidy save taxpayers approximately $.85 for every dollar lent
under the current microloan program but it expands the opportunities to reach more
microborrowers and provide them with more options for counseling and training.

Question. Can you describe in more detail how the new microloan program would
work and its benefits (cost and non-cost related)?

Answer. SBA would amortize each microlender’s loan at a rate of 1.06 percent
above the 5-year Treasury rate (estimated in OMB’s economic assumption at 4.93
percent). SBA would also rely on the Agency’s ED resource partners (SCORE, Wom-
en’s Business Centers, Small Business Development Centers) to provide counseling
and assistance instead of providing additional grant money to Microlender Inter-
mediaries for technical assistance which represents a savings of $13 million over fis-
cal year 2006 while actually encouraging a wider variety of entrepreneurial develop-
ment opportunities. Moving to a zero subsidy in the program would also enable SBA
to reach out to a larger number of microborrowers across the country. Microlending
intermediaries can still access the numerous other Federal, State and Local grant
programs for technical assistance and more intermediaries will be able to leverage
the more rare lending program offered by SBA. Currently only 172 of the total 600
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microlending intermediaries are registered with the SBA microloan program. This
proposal would allow SBA to offer lending opportunities to other qualified inter-
mediaries and reach a wider geographic area and market.

Question. How many microlenders are in close proximity, or co-located, with other
small business counseling centers receiving federal funding?

Answer. SBA doesn’t have information on the locations of all small business cen-
ters receiving federal funding, but based on an analysis of the locations of the cen-
ters that SBA funds, almost all (about 95 percent) of the Agency’s microloan inter-
mediaries are located within close proximity to an SBA ED resource partner, which
include SBDCs, WBCs, and SCORE. In addition, SBA believes the approximately 10
intermediaries not located in close proximity to an SBA small business counseling
center could be served by circuit rides established by SBA’s existing resource part-
ners.

Question. Do microlenders receive funds from other sources? If so, what are they
and how much of their funding comes from government sources?

Answer. SBA has not evaluated the alternative funding sources available to SBA’s
microloan intermediaries or to the microloan industry as a whole. However, accord-
ing to 2005 information developed by the Association for Enterprise Opportunity,
the leading trade association for the industry, in association with the Aspen Insti-
tute, there are about 18 federal sources of funding for the microloan industry and
undoubtedly a number of state sources.

Question. How would Senators Kerry, Snowe, Landrieu and Vitter’s proposal for
a private guaranteed lending programs for the regular 7(b) loan program in S. 163
affect the disaster subsidy rate and funding needs?

Answer. CBO estimated that an identical proposal in S. 3778, that the estimated
subsidy rates for the different types of business loans and loan guarantees offered
by SBA currently range from zero for 7(a) and section 504 programs to about 17
percent for the NMVC program. Incorporating program amendments in this bill and
using historical demand and default rates for those loan programs, CBO estimates
that the subsidy costs for the authorized levels of guaranteed and direct business
loans would be $23 million in 2007 and about $128 million over the 2007-2011 pe-
riod.

Question. How much would the Energy Emergency Loan Program in S. 163 cost?

Answer. Section 402, Small Business Energy Emergency Disaster Loan Program.—
Based on the information provided, and the proposed loans are funded within SBA’s
existing Disaster Assistance direct loan program, it appears this proposal will not
impact the subsidy rate.

Section 403, Agricultural Producer Emergency Loans.—It appears USDA would
provide funding for the proposal but the legislation does not provide sufficient infor-
mation to estimate the impact on SBA’s Disaster Assistance program subsidy rate.

Question. How much would the Energy Emergency Loan Program in S. 163 cost?
CBO says it would cost approx. $85 million (subsidy and admin) 2007-2011.

Answer. We estimate that the administrative cost would be approximately $50
million.

QUESTIONS SUBMITTED BY SENATOR CHRISTOPHER S. BOND

Question. With respect to the SBIR program: As I mentioned earlier, I am con-
cerned that we are shooting ourselves in the foot by limiting biotechnology compa-
nies’ access to this program. We recently received this data chart from NIH. It
shows that for the last 2 consecutive years, the number of applications to NIH’s
SBIR program has decreased. This is significant because the new SBIR rules were
first applied to a specific company (Cognetix decision) in 2003, but the agencies
(such as NIH) did not fully implement them until 2004. So it is fair to say that the
2005 and 2006 numbers represent the first 2 years that the new restriction on ven-
ture capital financing has been fully in effect. Look at the impact on applications
at NIH.
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The chart also includes figures for RO1 applications. I am told that it is the larg-
est NIH grant program to universities and academia. So while applications for
NIH’s SBIR program fell significantly in 2005 and 2006, applications for RO1s con-
tinued to increase (albeit at a slower rate than previously). Would you agree this
makes the case that the decrease in SBIR applications is specific to something going
on with the NIH SBIR program and not a result of scientific trends or some other
outside factor?

Answer. The Small Business Administration is currently reviewing the issue of
venture capital investment in firms that compete for SBIR awards. The National
Academy of Sciences is conducting a study on the SBIR program and expects to
issue its report in the coming months. This is an important issue concerning the
SBIR program. As such, the Agency will review as it addresses this issue.

Question. Mr. Preston, as you evaluate the SBIR program with an eye toward reg-
ulatory or legislative changes, I urge you to look at ways to ensure that the most
innovative small firms—including those that raise private funds, such as venture
capital—are able to participate in the program. The SBIR authorizing statute listed
the raising of private funds by a company as a positive factor that agencies should
take into account when awarding SBIR Phase II grants. Congress viewed raising
private research funding as a good thing in 1982; that has not changed.

As America’s high-technology companies compete for funding in an increasingly
global marketplace, the ability to attract and retain capital has become more impor-
tant than ever. The SBA should not discriminate against good science by small en-
trepreneurial companies simply because they have been successful in raising ven-
ture capital.

Are you willing to work with us to address this problem administratively, so that
a legislative fix will not be necessary?

Answer. We would be happy to discuss this issue with you prior to making a final
determination.

Question. With respect to the HUBZone program: Our agencies have never
achieved the 3 percent minimum mandatory HUBZone contracting level, yet the fis-
cal year 2008 funding for the HUBZone Program has been reduced to $8.79 million
from an fiscal year 2007 level of $9.077 million. Why are the funds for this vital
program that focuses on the underserved areas of our Nation continually reduced?

Answer. The bulk of the HUBZone Program’s funding request is spent on support
provided by the SBA district office staff. The services these district office personnel,
known as liaisons, provide is twofold. They conduct marketing outreach to the local
community and execute the in-depth program examinations that ensure only quali-
fied firms receive HUBZone benefits. Program examinations are executed on ap-
proximately five percent of the portfolio and supplement the program’s alternate
continuing eligibility tool—HUBZone recertification.
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A smaller portion of the request ($2 million) supports the Headquarters staff who
are responsible for policy development, certification and eligibility, adjudication of
protests as well as maintenance and technological advancement of the HUBZone
system. What these funds produced most recently are two online systems dedicated
to increasing HUBZone contracts. One system scrubs each day the contracts listed
in FedBizOpps and, if it identifies a suitable non-HUBZone contract, a letter is sent
to the responsible contracting officer asking that the contract be reclassified as a
HUBZone set-aside. The second system, when fully deployed will allow HUBZone
certified concerns to generate requests to contracting officials that contracts con-
templated in the near-future be reserved for HUBZone firms. It is anticipated that
these two internet based tools will increase contracting opportunities for HUBZone
firms and assist agencies in achieving the 3 percent statutory goal.

The HUBZone Office is continuing to enhance its multiple systems through the
use of high-end technology. The cost savings brought about by the efficient applica-
tion of technology is reflected in the Administration’s ability to decrease the fiscal
year 2008 budget request.

Question. The SBA 2008 budget eliminates the separate line item for HUBZone
funding. Why is this no longer a priority program for the Administration?

Answer. As seen in Table 6 of SBA’s fiscal year 2008 budget request, Note 2
states that funding for the HUBZone program is included in the GCBD Operating
Budget. This is the same method of budgeting used for the 8(a) program. For
HUBZones, SBA is seeking $888,000 plus a staff cost of $1.1 million each year. Our
overall financial spending on the HUBZones program is approximately $9 million.
SBA has proposed eliminating a line item that does not accurately reflect our com-
mitment to the program and inhibits the agency from exercising flexibility in its
budget. The SBA considers HUBZones a vital part of overall procurement effort.

QUESTION SUBMITTED BY SENATOR RICHARD C. SHELBY

Question. 1 know there were problems with the Small Business Administration
conducting its normal loan business, while addressing loan needs stemming from
the impact of Hurricane Katrina. Has this issue been resolved?

Answer. The 2005 hurricanes which hit the Gulf Coast were the largest natural
disaster in the history of the SBA. This required an unprecedented response from
the Office of Disaster Assistance as well as the dedicated staff throughout the Agen-
cy. In response to the Gulf Coast hurricanes, SBA processed over 420,000 loan appli-
cations for homes and businesses.

During the same time period, the SBA guaranteed a record number of loans under
its two primary small business loan programs, setting records for both the number
of loans and the dollars loaned.

So while the Agency certainly experienced some strains and was stretched thin
to respond to the overwhelming disaster caused by Hurricanes Katrina, Rita and
Wilma, it is safe to say the team at SBA worked hard to overcome these and focus
their efforts on serving our small business customers.

SUBCOMMITTEE RECESS

Mr. PRESTON. Thank you very much.

Senator DURBIN. Thanks to all your people who are with you
here today. This meeting of the subcommittee stands recessed.

[Whereupon, at 10:35 a.m., Friday, March 9, the subcommittee
was recessed, to reconvene subject to the call of the Chair.]
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STATEMENT OF SENATOR RICHARD J. DURBIN

Senator DURBIN. Good afternoon. I'd like to note that this is the
first hearing on the judiciary’s budget before this subcommittee
since 2002.

This afternoon, we will be hearing from two distinguished wit-
nesses, Judge Julia Gibbons and Director James Duff. I'm pleased
to welcome Judge Gibbons, Chair of the Judicial Conference’s
Budget Committee, as well as Mr. Duff, Director of the Administra-
tive Office of the Courts.

And I welcome my colleague, Senator Allard, who has joined me
today, and others who may arrive.

For the past 3 fiscal years, the judiciary has achieved approxi-
mately a 5-percent budget increase, which has helped put the
courts back on track after suffering significant cuts in fiscal year
2004. I'm pleased this subcommittee was able to increase funding
for the judiciary in critically needed areas during this fiscal year
despite operating under a continuing resolution.

With these fiscal year 2007 funds, the judiciary will be able to
make progress in dealing with the increased caseload in areas like
the Southwest border, prevent termination of 2,500 employees, en-
sure payments for constitutionally guaranteed criminal defense
services, prevent discontinuation of civil jury trials prior to the end
of the fiscal year, and address the courts’ security needs, a top pri-
ority of mine.

(49)
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FISCAL YEAR 2008 BUDGET

For fiscal year 2008, there’s a request for a 7.6-percent increase
overall for the judiciary above last year’s level. In addition, there’s
a request for an increase in the noncapital panel attorney rate,
which would permit hourly rates to go from $94 to $113. The sub-
committee will need to consider that carefully. 'm aware that in
recent years the Judicial Conference undertook cost-containment
measures, and, as a result, you were able to reduce some costs. I
know your testimony discusses this, as well as additional cost-sav-
ing efforts underway.

Regarding court security, I understand you've had some problems
with the ability of the Federal Protective Service to adequately
safeguard the exterior perimeter of all courthouses. I want to hear
more about that.

NATIONAL ACADEMY OF PUBLIC ADMINISTRATION REPORT

Recently, the National Academy of Public Administration
(NAPA) conducted a study of the judiciary’s budget processes and
how the judiciary prepares for the future. NAPA had some rec-
ommendations, which I will also be anxious to hear your response
to.

I look forward to discussing these and other issues. I note the
subcommittee is in receipt of written testimony submitted by the
Court of Appeals for the Federal Circuit, Court of International
Trade, Federal Judicial Center, and the U.S. Sentencing Commis-
sion, which will be submitted for the entire record.

I turn now to my colleague Senator Allard, if he would like to
make an opening statement.

STATEMENT OF SENATOR WAYNE ALLARD

Senator ALLARD. Mr. Chairman, thank you. I've enjoyed working
with you in previous years, and I look forward to working with you
this year.

I share your concern with—well, first of all, I want to thank you
for holding this hearing, and thank the witnesses for coming and
sharing their expertise with us. I appreciate the opportunity to dis-
cuss the Federal judiciary’s fiscal year 2008 budget request and
justification. And, as we consider the allocation of appropriated
Federal dollars, it’s important that we identify the needs and chal-
lenges facing our Federal judicial system.

GENERAL SERVICES ADMINISTRATION RENT

One issue that I've worked on for a considerable amount of time,
and what I've supported, is legislation to address major problems
affecting the Federal judiciary, specifically excessive rental charges
by the General Services Administration (GSA) for courthouses and
other space occupied by the courts across the country. I'm hearing
from my judges in Colorado on that issue on a frequent basis. We
must work together to prohibit the GSA from excessively over-
charging to maintain and operate Federal court buildings and re-
lated costs.

Along with the chairman, I have some interest, also, in security
issues. I have a question in that regard.
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Thank you for being here. I look forward to the testimony.
Thank you, Mr. Chairman.

Senator DURBIN. Thank you, Senator Allard.

Judge Gibbons, the floor is yours.

OPENING STATEMENT OF JUDGE GIBBONS

Judge GIBBONS. Chairman Durbin, Senator Allard, as indicated,
I'm Judge Julia Gibbons. I'm here to testify as chair of the Budget
Committee of the Judicial Conference of the United States. Appear-
ing with me today is Jim Duff, the new Director of the Administra-
tive Office of the Courts. Jim brings much experience and knowl-
edge of the judiciary to his position.

Mr. Chairman, you have been a great friend to the Federal judi-
ciary through your work on the Judiciary Committee and the Ap-
propriations Committee. I know that you were personally involved
in efforts to provide $12 million in fiscal year 2006 supplemental
funding to the United States Marshals Service for judicial security,
part of which went for installation and monitoring of security sys-
tems in judges’ homes. I speak for all judges when I say we greatly
appreciate Congress’ continued concern with the safety of judges
and their families.

FISCAL YEAR 2007 FUNDING

On behalf of the third branch, I want to thank you, Mr. Chair-
man, Senator Brownback, and also Chairman Byrd, for making the
judiciary a funding priority in the just completed fiscal year 2007
appropriations cycle. Although we were very concerned about the
prospect of a hard freeze for the courts in 2007, Congress re-
sponded to those concerns and provided funding for the judiciary
sufficient to maintain current onboard staffing levels in the courts,
as well as to address some of our immigration and law enforcement
workload needs. We are aware that many executive branch pro-
grams and agencies were funded at or below fiscal year 2006 levels,
and we are very appreciative for the funding level we received. I
assure you that we will use the resources you have given us wisely.

FISCAL YEAR 2008 REQUEST

The goal of our fiscal year 2008 request is to sustain the staffing
gains you helped us achieve in 2007. After a decade of steady work-
load growth that was not matched with similar growth in staffing
resources, the courts’ workload has finally begun to stabilize. With
the funding you provided for 2007, clerks and probation offices will
be able to hire more than 200 staff to address critical workload
needs and partially close the gap between workload and staffing.

We recently updated our 2008 budget request in order to more
accurately reflect our funding needs in light of changed require-
ments due to financing assumptions and delayed enactment of our
2007 appropriations. Based on these changes, we have reduced the
judiciary’s 2008 appropriation requirements by $80 million.

Our revised 2008 appropriations requirements reflect an increase
of $452 million over the 2007 enacted level. Of this amount, $390
million, or 86 percent, of the increase is for standard pay and non-
pay inflationary adjustments and four adjustments to base, reflect-
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ing increases in our space, information technology, defender serv-
ices, and court security programs. The remaining $62 million of our
request is for program enhancements for courthouse security, infor-
mation technology improvements, and for an enhancement in our
defender services program to increase the hourly rate paid to pri-
vate panel attorneys representing indigent defendants in Federal
criminal cases. This need for an increase in the amount we pay
panel attorneys is discussed in detail in my written testimony, and
you referred to it earlier Mr. Chairman. I look forward to answer-
ing any questions you may have about it.

In constructing the 2008 budget request, the judiciary made
every effort to contain costs. In 2004, the Judicial Conference
adopted a comprehensive strategy to reduce the rate of growth in
the judiciary’s appropriation requirements without hurting the ad-
ministration of justice, and this strategy has produced results. Our
rent validation initiative alone identified space rent overcharges by
GSA that resulted in over $50 million in rent credits and cost
avoidances. We are able to redirect these savings to other judiciary
priorities, thus reducing our request for appropriated funds. Pur-
suing cost-containment initiatives throughout the judiciary is a top
priority of the Judicial Conference.

FEDERAL PROTECTIVE SERVICE SECURITY

Finally, I turn to an issue of increasing concern to the judiciary;
that is, the expense and quality of service provided the courts by
the Federal Protective Service (FPS). FPS provides, on a reimburs-
able basis, exterior perimeter security for Federal agencies. We
have received reports from several courts that perimeter security
equipment provided by the FPS has not been maintained or re-
paired, thus compromising security in those courthouses. Last
month Director Duff heard from a major metropolitan court which
detailed inoperative FPS-provided exterior cameras and the ab-
sence of cameras at key locations, resulting in dead zones with no
camera surveillance. Another district reported that, after pellets
were fired at the courthouse at night, the court learned there was
no surveillance footage to review, because FPS cameras were not
recording any exterior views.

In many instances, the United States Marshals Service has as-
sumed responsibility for repairing or replacing FPS-provided pe-
rimeter cameras. We appreciate the Marshals Service’s proactive
approach, but, unfortunately, it means that we are paying both the
Marshals Service and FPS for identical services.

The situation with FPS has become sufficiently serious that last
week the Judicial Conference endorsed a recommendation to sup-
port the efforts of the Marshals Service to assume security func-
tions currently performed by FPS. We look forward to working with
the subcommittee on this important issue.

PREPARED STATEMENTS

As I conclude my remarks, I ask that my entire statement, plus
the statement of the Administrative Office and the other judicial
entities to which you referred earlier, Mr. Chairman, be placed in
the record. And, of course, I'll be happy to answer questions at the
appropriate time.
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Senator DURBIN. Without objection, the statements will be placed
in the record.
[The statements follow:]

PREPARED STATEMENT OF HON. JULIA S. GIBBONS
INTRODUCTION

Chairman Durbin, Senator Brownback, and members of the subcommittee, I am
Judge Julia Gibbons of the Sixth Circuit Court of Appeals. Our court sits in Cin-
cinnati, Ohio, and my resident chambers are in Memphis, Tennessee. As the chair
of the Judicial Conference Committee on the Budget, I come before you to testify
on the Judiciary’s appropriations requirements for fiscal year 2008, speaking on be-
half of the 33,000 employees of the Judiciary judges, court staff, and chambers staff.
I feel privileged to represent the Third Branch. In doing so, I will also apprise you
of some of the challenges facing the Federal courts.

This is my third appearance before an appropriations subcommittee on behalf of
the Federal Judiciary and, of course, my first appearance before this newly created
Financial Services and General Government panel. We look forward to a productive
relationship with the subcommittee and its staff as we begin the fiscal year 2008
budget cycle.

Mr. Chairman, you have been a great friend to the Federal Judiciary through
your work on the Judiciary Committee and the Appropriations Committee. I know
you were personally involved in efforts to provide $12 million in supplemental fund-
ing to the United States Marshals Service, part of which was for the installation
and monitoring of security systems in judges’ homes. I speak for all judges when
I say we greatly appreciate Congress’s continued concern with the safety of judges
and their families.

ADMINISTRATIVE OFFICE DIRECTOR JAMES C. DUFF

Appearing with me today is James C. Duff, the new director of the Administrative
Office of the United States Courts. He succeeds Leonidas Ralph Mecham who re-
tired last year after a record 21 years leading the Administrative Office. Director
Duff was appointed by the Chief Justice in April 2006 and took office in July 2006.
Jim brings much experience and knowledge of the Judiciary to his position.

FISCAL YEAR 2007 FUNDING

Mr. Chairman and Senator Brownback, on behalf of the entire Judicial Branch
I want to thank you and your colleagues, especially Chairman Byrd, for making the
Judiciary a funding priority in the just completed fiscal year 2007 appropriations
cycle. The fiscal year 2007 process was certainly atypical in concluding with a joint
resolution providing full year funding for the nine unfinished appropriations bills.
Although we were very concerned about the prospect of a hard freeze for the courts
in fiscal year 2007, Congress responded to those concerns and provided funding for
the Judiciary sufficient to maintain current on-board staffing levels in the courts as
well as to address some of our immigration-related workload needs. We are aware
that hundreds of Executive Branch programs were funded at or below fiscal year
2006 levels, and we are very appreciative for the funding level we received. I assure
you that we will use these resources wisely.

While I will discuss the fiscal year 2008 budget request for the Judiciary later
in my testimony, I would like to mention that, like some Federal agencies, we had
to make certain assumptions about our fiscal year 2007 funding levels when we
were finalizing our 2008 budget request several months ago. We assumed that Con-
gress would provide the midpoint of the House-passed and Senate-reported appro-
priations bills from the 109th Congress, less 1 percent for a possible across-the-
board rescission. The final enacted fiscal year 2007 appropriations level is $44 mil-
lion below the fiscal year 2007 funding assumption we used to construct the fiscal
year 2008 request. In order to provide you with our latest budget estimates, we re-
cently updated the Judiciary’s fiscal year 2008 request based on fiscal year 2007 en-
acted appropriations, other financing adjustments, and changes in requirements
that have occurred since our 2008 budget was submitted. Our preliminary analysis
indicates that the Judiciary’s fiscal year 2008 appropriations requirements have de-
clined by $80 million from the original request level. A chart identifying, by account,
the revised appropriations request for fiscal year 2008 is provided at Appendix A.
We will provide a complete budget re-estimate package to the subcommittee in May.
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STATEMENTS FOR THE RECORD

Mr. Chairman, in addition to my statement and Director Duff’s, I ask that the
entire statements of the Federal Judicial Center, the Sentencing Commission, the
Court of Appeals for the Federal Circuit, and the Court of International Trade be
included in the hearing record.

ROLE OF THE FEDERAL JUDICIARY

Before I detail the specifics of our 2008 budget request, I will review various fac-
tors that shape the Federal Judiciary’s budget. First and foremost is the role of the
courts in our system of democratic government. Among our three independent, co-
equal branches of government, the Judiciary is the place where the people go to re-
solve their disputes peacefully and according to the rule of law. We are protectors
of individual rights. Through trying those accused of crimes and sentencing those
who are convicted, we also uphold societal values as expressed in the laws you pass.
It may seem obvious, but it is worth noting that every item in our budget request
relates to performing the functions entrusted to us under the Constitution. We have
no optional programs; everything ultimately contributes to maintaining court oper-
ations and preserving the judicial system that is such a critical part of our democ-
racy.

COST CONTAINMENT EFFORTS

The Judiciary is cognizant of the budget challenges facing our Nation and I want
to assure the subcommittee that the Federal Judiciary is doing its part to contain
costs. We are well aware that, with the conflicts in Iraq and Afghanistan and the
investments being made to improve security here at home, non-security domestic
spending has been flat for several years. And, looking forward, we know that the
projected increase in mandatory entitlement spending in the coming years as baby
boomers begin to retire will only add to Federal budget pressures. The Judiciary rec-
ognizes that the administration and Congress are rightfully concerned about overall
Federal spending and budget deficits and that you face tough choices.

The Judicial Conference has always sought ways to reduce costs and enhance pro-
ductivity. In fact, the Budget Committee which I currently chair has, since 1993,
had an Economy Subcommittee whose sole purpose is to make funding recommenda-
tions to the full Budget Committee based on its independent analysis of the effi-
ciency and effectiveness of Judiciary programs. The Economy Subcommittee is in ef-
fect the Third Branch’s counterpart to the Office of Management and Budget. In fis-
cal year 2004 we retooled and enhanced our efforts to control costs. In that year,
the Judiciary received a significant reduction to its budget request, primarily due
to across-the-board cuts applied during final conference on our appropriations bill.
This funding shortfall resulted in staff reductions of 1,350 employees, equal to 6 per-
cent of the courts’ on-board workforce. Of that number, 328 employees were fired,
358 employees accepted buyouts or early retirements, and 664 employees left
through normal attrition and were not replaced.

The 2004 situation made clear that the Judicial Conference had to take steps to
contain costs in a way that would protect the judicial process and ensure that budg-
et cuts would not harm the administration of justice. In March 2004, the late Chief
Justice William H. Rehnquist charged the dJudicial Conference’s Executive Com-
mittee with leading a review of the policies, practices, operating procedures, and
customs that have the greatest impact on the Judiciary’s costs, and with developing
an integrated strategy for controlling costs. After a rigorous 6-month review by the
Judicial Conference’s various program committees, the Executive Committee pre-
pared, and the Judicial Conference endorsed, a cost-containment strategy. The strat-
egy focused on the primary cost drivers of the Judiciary’s budget, which included
an examination of the number of staff working in the courts, the amount they are
paid, and the rent we pay to the General Services Administration for courthouses
and leased office space. To be frank, cost containment is not the most popular initia-
tive in all quarters of the Judiciary. But the courts realize it is necessary, and we
have had great cooperation Judiciary-wide as we have moved forward on cost con-
tainment initiatives. Pursuing the implementation of cost containment initiatives
will continue to be a top priority of the Judicial Conference.

Rent Validation Project

The amount of rent we pay to GSA has been a matter of concern to the Judiciary
for more than 15 years. Our GSA rent bill consumes about 20 percent of the courts’
operating budget, and we project the rent bill will exceed $1 billion in fiscal year
2008. Our relationship with GSA, though strained in recent years, has become more
productive as Director Duff will discuss in more detail in his testimony. In addition,
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we remain vigilant in our efforts to control our rent costs, and at present GSA and
the Judiciary are working cooperatively to this end.

The Judiciary’s rent validation project has achieved significant savings. This ini-
tiative originated in our New York courts where staff spent months scrutinizing
GSA rent bills and found rent overcharges. The cumulative effect of this discovery
was savings and cost avoidance over 3 fiscal years totaling $30 million. The Admin-
istrative Office expanded this effort nationwide by training all circuit executive of-
fices to research and detect errors in GSA rent billings. Although it is quite time
consuming, detailed reviews of GSA rent billings are now a standard business prac-
tice throughout the courts. Through the rent validation effort we recently identified
additional overcharges totaling $22.5 million in savings and cost avoidance over 3
years. GSA has been very responsive to correcting billing errors that we bring to
their attention. By identifying and correcting space rent overcharges we are able to
re-direct these savings to other Judiciary requirements, thereby reducing our re-
quest for appropriated funds.

Rent Caps

To contain costs further, the Judiciary is establishing budget caps in selected pro-
gram areas in the form of maximum percentage increases for annual program
growth. For our space and facilities program, the Judicial Conference approved in
September 2006 a cap of 4.9 percent on the average annual rate of growth for GSA
rent requirements for fiscal years 2009 through 2016. By comparison, the increase
in GSA rent in our fiscal year 2005 budget request was 6.6 percent. This cap will
produce a GSA rent cost avoidance by limiting the annual amount of funding avail-
able for space rental costs, and courts will have to further prioritize space needs and
deny some requests for additional space.

Other Cost Containment Initiatives

The Judiciary has adopted and is pursuing a number of measures to contain costs
and improve efficiency throughout the Federal courts. These initiatives include rede-
fining work requirements for probation officers, imposing tighter restrictions on ap-
pointing new magistrate judges, consolidating computer servers, and modifying
courthouse space design standards. I would encourage members of the subcommittee
to read a compendium of these initiatives in our report entitled Innovation in Lean
Times: How Federal Court Operations Are Changing to Meet Demands. This report
was prepared by the Administrative Office in July 2006 and distributed to the
House and Senate Appropriations Subcommittees in the 109th Congress. I have
asked Administrative Office staff to provide the report to the current appropriations
subcommittees as well.

THE JUDICIARY’S ROLE IN HOMELAND SECURITY

The role of the Judiciary in the Nation’s homeland security is often overlooked.
Actions taken by the Department of Homeland Security and the Department of Jus-
tice have a direct and immediate impact on the Federal courts. Whether it is costly
high-profile terrorist cases or soaring increases in immigration cases and related ap-
peals, much of the workload ends up on Federal court dockets, and sufficient re-
sources are required in order to respond to it. In recent years, Congress and the
administration have significantly increased spending for homeland security through
the annual and supplemental appropriations processes. Non-defense homeland secu-
rity spending has more than tripled since 2001. In sharp contrast, appropriations
for the courts’ operating budget have increased only 33 percent and on-board court
staffing levels have declined by 5 percent. Increased spending on homeland security
is expected to continue, as evidenced by the President’s Fiscal Year 2008 Budget,
which includes a 9.5 percent increase in government-wide non-defense homeland se-
curity spending. The President’s budget includes an unprecedented $13 billion to
strengthen border security and immigration enforcement, a component of our work-
load in which we have seen dramatic growth in recent years. In fact, immigration-
related cases now account for 25 percent of the district courts’ criminal caseload, up
from 18 percent in 2001, and surpass all other offense categories except drug cases.
This President’s request includes funding for 3,000 new border patrol agents to
achieve the goal of doubling the force by the end of 2008 (18,000 + agents) from the
2001 level (9,100 agents). The Judiciary cannot absorb the additional workload gen-
erated by homeland security initiatives within current resource levels.
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THE JUDICIARY’S WORKLOAD 1

I turn to a discussion of the workload facing the courts. As indicated in the case-
load table in our fiscal year 2008 budget request, 2007 caseload projections, which
are utilized to compute fiscal year 2008 staffing estimates, increase slightly in pro-
bation and pretrial services, and decline slightly in appellate, civil, and criminal fil-
ings. There is a steep decline in projected bankruptcy filings. While our caseload has
begun to stabilize after a decade of steady growth, it nonetheless remains at near-
historic levels in most categories. I will discuss some recent trends and caseload
drivers and try to offer some context for these workload figures.

Probation and Pretrial Services

Workload in our probation and pretrial services programs continues to grow. The
number of people under the supervision of Federal probation officers hit a record
113,697 in 2006 and is expected to increase in 2007 to 114,600. In addition to the
increased workload, the work of probation officers has become significantly more dif-
ficult. In 1985, fewer than half of the offenders under supervision had served time
in prison. By 2006, the percentage had climbed to nearly 80 percent. As these fig-
ures indicate, probation officers no longer deal primarily with individuals sentenced
to probation in lieu of prison. Offenders coming out of prison have greater financial,
employment, and family problems than when they committed their crimes. In addi-
tion, offenders under supervision have more severe criminal histories than in the
past. Between 1995 and 2005, there was a 78 percent increase in the number of of-
fenders sentenced with more severe criminal backgrounds. Offenders re-entering the
community after serving time in prison require close supervision by a probation offi-
cer to ensure they secure appropriate housing and employment. Successful re-entry
improves the likelihood that offenders will pay fines and restitution and become tax-
paying citizens.

Recent legislation will also increase our probation workload. The Adam Walsh
Child Protection and Safety Act of 2006 is expected to increase significantly the
number of sex offenders coming into the Federal probation and pretrial system for
supervision. Monitoring the behavior of sex offenders is very challenging and re-
quires intense supervision on the part of probation and pretrial services officers to
protect the community.

Appellate Filings

Appellate filings hit an all-time high of 68,313 in 2006 and are expected to decline
to 67,000 filings in 2007. The recent growth in the appellate docket has been due
to more Board of Immigration Appeals (BIA) decisions from the Department of Jus-
tice (DOJ) being challenged in the appellate courts, particularly in the Second and
Ninth Circuits. In fiscal year 2006, 33 percent (11,911) of all BIA decisions were ap-
pealed to the Federal courts, up from 6 percent (1,757) in fiscal year 2001. These
BIA appeals often turn on a credibility determination by a DOJ immigration judge
thus requiring close judicial review of a factual record by the appellate courts.

Along with the increase in BIA appeals, the courts have seen significant increases
in criminal appeals resulting from the Supreme Court rulings in United States v.
Booker and United States v. Fanfan in which the Court held judge-found sentencing
factors unconstitutional in a mandatory sentencing scheme and made Federal sen-
tencing guidelines advisory. Criminal appeals are currently 29 percent higher than
they were prior to the decisions in those cases. The Supreme Court will decide two
cases this term related to the appellate review of post-Booker sentences which may
also impact the number of criminal appeals.

Civil Filings

Civil filings in the courts generally follow a more up and down filing pattern. In
2005 civil filings reached a record 282,758 filings followed by 244,343 filings in 2006
and 241,300 filings projected for 2007. The record filings in 2005 were largely due
to the Homegold/Carolina Investors fraud case in North Carolina and a spike in per-
sonal injury liability lawsuits.

Criminal Filings

Criminal filings for 2007 are projected to total 67,200, down slightly from the
2006 level, but still within 5 percent of the all-time high set in 2004 of 71,098 fil-
ings. We understand that criminal filings may be depressed due to significant va-
cancies in Assistant U.S. Attorney positions nationwide. As these vacancies are
filled, we expect criminal filings to increase again.

1Unless otherwise stated, caseload figures reflect the 12-month period ending in June of the
year cited (i.e., 2006 workload reflects the 12-month period from June 30, 2005 to June 30, 2006.
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Although overall criminal caseload in the Federal courts has begun to level off,
caseload in the five district courts along the southwest border with Mexico has
soared since 2001 as a result of border and law enforcement initiatives undertaken
by the Department of Homeland Security and Department of Justice. Those five dis-
tricts out of a total 94 judicial districts account for nearly one-third of all criminal
cases nationwide. Particularly hard hit is the District of New Mexico where criminal
filings have nearly doubled since 2001 (up 92 percent) and the Southern District of
Texas where filings are up 40 percent.

Bankruptcy Filings

The sharp decline in bankruptcy filings projected for 2007 clearly reflects the im-
pact of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005
(BAPCPA) that went into effect October 17, 2005. The Administrative Office projects
bankruptcy filings will decline by more than 500,000 filings from 2006 to 2007. Al-
though filings have started to rebound, no consensus exists among bankruptcy ex-
perts as to when, or if, filings will return to pre-BAPCPA levels. Of course, the root
causes of bankruptcy job loss, business failure, medical bills, credit problems, and
divorce were not affected by the legislation and are expected to continue to be the
primary drivers of filings. The number of filings alone, however, should not be
viewed as the sole indicator of overall workload. BAPCPA created new docketing,
noticing, and hearing requirements that make addressing the petitions more com-
plex and time-consuming. Preliminary information from 10 courts now being studied
suggests that the actual per-case work required by the bankruptcy courts has in-
creased significantly under the new law, at least partially offsetting the impact on
the bankruptcy courts of lower filings.

CASELOAD AND STAFFING: A HISTORICAL PERSPECTIVE

It is useful to examine Judiciary workload and staffing from a historical perspec-
tive. The chart below details Judiciary staffing and aggregate caseload for fiscal
year 1984 through fiscal year 2006. Aggregate caseload is a composite of criminal,
bankruptcy, appellate, and civil case filings as well as our probation and pretrial
services programs. This chart illustrates several things. First, it shows the steady
growth in the courts’ caseload over the last 20 years. The chart also shows the cycli-
cal nature of the courts’ caseload when viewed in the aggregate: caseload peaks, de-
clines slightly, then tends to peak again. Lastly, it shows that staffing resources
have lagged well behind the increase in caseload for the last decade.

From fiscal year 1984 to fiscal year 2006, the courts’ aggregate caseload increased
by 195 percent while total court staffing which includes judges, chambers staff, and
staff in our clerks and probation and pretrial services offices increased by only 92
percent. Staffing levels generally kept pace with caseload growth through the mid-
1990’s. But over the last decade caseload began to outpace court staffing levels and,
to date, the courts have not had the resources needed to catch up. And the gap has
widened in recent years. Between fiscal years 2001 and 2006 the courts’ aggregate
caseload increased by 23 percent while staffing resources increased by only 1 per-
cent.

What has been the impact of this resource gap? The Judiciary has sought to nar-
row the gap through the implementation of automation and technology initiatives,
improved business practices, and cost-containment efforts, but we have not been
able to close it entirely. Our statistics indicate that the courts are struggling to meet
workload demands. Pending cases carried over from 1 year to the next indicate a
lack of judge and court staff resources. From fiscal year 1996 to 2006, the number
of criminal cases pending per filing increased 55 percent, appeals cases pending per
filing increased 13 percent, bankruptcy cases pending per filing increased 13 per-
cent, and civil cases pending per filing increased 4 percent. If courts do not have
the judges and staff needed to address workload adequately, civil cases are delayed
as the district courts must focus on the criminal docket to meet provisions of the
Speedy Trial Act, clerks offices must reduce office hours for the public in order to
focus on case management activities, and probation officers have to reduce super-
vision for some offenders in order to focus on the more dangerous supervision cases.
These are just a few examples.
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The Judiciary uses regularly updated staffing formulas for determining the num-
ber of staff required in clerks and probation and pretrial services offices. Each for-
mula incorporates multiple workload factors, but case filings are a primary deter-
minant of the courts’ staffing needs. Based on these staffing formulas, to be fully
staffed we would need an additional 2,000 people in fiscal year 2008 above current
on-board levels to address the courts’ workload needs. Of course I am not suggesting
that Congress provide the Judiciary with funding for such a dramatic increase in
staff. But I am making the point that the courts are currently understaffed. With
the resources Congress provided the Judiciary in fiscal year 2007, the courts are in
a position to fill more than 200 new positions to address our most critical workload
needs, particularly for immigration-related workload in the district and appellate
courts. Because fiscal year 2007 funds were not made available to the courts until
halfway into the fiscal year, all of these new staff may not be on-board until 2008.
For this reason, and as a cost containment measure, our revised budget estimates
for fiscal year 2008 no longer include funding for new positions in clerks and proba-
tion/pretrial offices. It is therefore critical that the courts be funded at a current
services level in fiscal year 2008 in order to sustain the staffing gains funded in fis-
cal year 2007. The fact that the courts’ caseload has stabilized after a decade of
steady growth affords us the opportunity to begin closing the gap between our staff-
ing levels and our workload. The funding provided in 2007 will enable the courts
to begin to do so.

FEDERAL PROTECTIVE SERVICE

An issue of increasing concern to the Judiciary is the expense and quality of secu-
rity provided the courts by the Federal Protective Service (FPS). FPS provides, on
a reimbursable basis, exterior perimeter security for Federal agencies. FPS security
charges are of two types: the mandatory “basic” security charge which is a fee as-
sessed to each tenant agency based solely on the space occupied; and a “building-
specific” security charge that is assessed against each tenant agency to pay for the
acquisition, maintenance and repair of security equipment provided by FPS. Exam-
ples of building-specific security include the posting of FPS contract security guards
at a facility and perimeter cameras that view the exterior areas of federal buildings.
Both the basic and building specific charges are paid to FPS out of our Court Secu-
rity appropriation. The Judiciary does not have control over the increases charged
by FPS for the mandatory basic security charge. According to an FPS estimate, the
Judiciary will incur a $4 million increase for basic security charges in fiscal year
2008 because FPS is increasing the rate by approximately 46 percent, from 39 cents
to 57 cents per square foot.

We have received reports from several courts that perimeter security equipment
provided by FPS has not been maintained or repaired, thus compromising security
in those courthouses. A district judge, who is the chair of the court security com-
mittee at a major metropolitan courthouse, wrote Director Duff last month detailing
his concerns regarding perimeter security deficiencies at his courthouse. He wrote
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of inoperative FPS-provided exterior cameras and the absence of cameras at key lo-
cations resulting in “dead zones” with no camera surveillance. Another district court
reported that after pellets were fired at the courthouse one night, the court learned
there was no surveillance footage to review because FPS cameras were not recording
any exterior views.

These and similar situations nationwide during fiscal year 2006 resulted in a
number of courthouses with serious security vulnerabilities. In order to help ensure
that the courts have adequate security, the United States Marshals Service (USMS)
assumed responsibility for repairing or replacing FPS-provided perimeter cameras
at a number of courthouses where it was apparent that FPS was not able to do so.
This resulted in the Judiciary’s paying for the same services twice: once to FPS in
the building-specific security charge and also to the USMS in the funding we trans-
fer to it for systems and equipment for interior and perimeter courthouse security.

FPS continues to be unable to provide the Judiciary with adequate cost-effective
services, working equipment, detailed billings records, and timely cost projections.
FPS has chronic financial management and billing problems evidenced by the $60
million funding shortfall it reported in November 2006 and which recent reports in-
dicate has since grown to $80 million. In response to these shortcomings, the USMS
has initiated a nationwide survey to assess the status of perimeter security at court
facilities. The Judiciary greatly appreciates its proactive efforts in this area. Be-
cause of on-going FPS performance issues, the Judicial Conference last week en-
dorsed a recommendation to support the efforts of the USMS, through legislative
means if necessary, to assume security functions currently performed by FPS at
court facilities (where the Judiciary is the primary tenant) and to receive the associ-
ated funding. The USMS has the expertise and provides excellent service with low
administrative expenses. It takes responsibility for its work. FPS on the other hand
has chronic funding problems that hamper its ability to maintain its security equip-
ment adequately.

Ensuring the safety of judges, court employees, attorneys, jurors, defendants, liti-
gants, and the public in court facilities is of paramount importance to the Judiciary.
For this reason, we support expansion of the USMS’s current mission to include the
perimeter security of court facilities nationwide. We look forward to working with
the subcommittee on this very important issue.

FISCAL YEAR 2008 BUDGET REQUEST

As I mentioned earlier in my testimony, we constructed our fiscal year 2008 budg-
et request based on actions in the 109th Congress on fiscal year 2007 appropriations
bills. Specifically, we assumed for each Judiciary account that Congress would pro-
vide the midpoint of the House-passed and Senate-reported appropriations bills from
the 109th Congress, less 1 percent for a possible across-the-board rescission. The
final enacted fiscal year 2007 appropriations level is $44 million below the fiscal
year 2007 funding assumption we used to construct the fiscal year 2008 request.
Over the last several weeks, Administrative Office staff have been working with the
various Judicial Branch entities to update fiscal year 2008 funding requirements for
each account based on enacted fiscal year 2007 appropriations as well as other fi-
nancing adjustments and changes in requirements that have occurred since our
2008 budget was finalized. Our preliminary analysis indicates that the Judiciary’s
fiscal year 2008 appropriations requirements have declined by $80 million from the
request level of $6.51 billion, resulting in a revised appropriation requirement of
$6.43 billion. A summary table detailing the original and revised fiscal year 2008
appropriations request for each Judiciary account is included at Appendix A. The
appropriations increase the Judiciary is seeking for fiscal year 2008, which I will
describe briefly, is reflective of these revised requirements. As I mentioned earlier,
we will provide a complete budget re-estimate package to the subcommittee in May.

As a result of our recent update of requirements, the Judiciary is requesting a
7.6 percent overall increase above fiscal year 2007 enacted appropriations. The
courts’ Salaries and Expenses account requires a 6.7 percent increase for fiscal year
2008. We believe this level of funding represents the minimum amount required to
meet our constitutional and statutory responsibilities. While this may appear high
in relation to the overall budget request submitted by the administration, I would
note that the Judiciary does not have the flexibility to eliminate or cut programs
to achieve budget savings as the Executive Branch does. The Judiciary’s funding re-
quirements essentially reflect basic operating costs which are predominantly for per-
sonnel and space requirements. Eighty-six percent ($390 million) of the $452 million
increase being requested for fiscal year 2008 funds the following base adjustments,
which represent items for which little to no flexibility exists:
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—Standard pay and benefit increases for judges and staff. This does not pay for
any new judges or staff but rather covers the annual pay adjustment and ben-
efit increases (e.g. COLAs, health benefits, etc.) for currently funded Judiciary
?mployees. The amount budgeted for the cost-of-living adjustment is 3.0 percent
or 2008.

—An increase in the number of on-board active and senior Article III judges and
the annualization of new magistrate judge positions.

—The projected loss in non-appropriated sources of funding. In addition to appro-
priations, the Judiciary collects fees that can be used to offset appropriation
needs. Fee collections not utilized during the year may be carried over to the
next fiscal year to offset appropriations requirements. We will keep the sub-
committee apprised of changes to fee or carryforward projections as we move
through fiscal year 2007.

—Space rental increases, including inflationary adjustments and new space deliv-
ery, court security costs associated with new space, and an increase for Federal
Protective Service charges for court facilities.

—Adjustments required to support, maintain, and continue the development of
the Judiciary’s information technology program, which has allowed the courts
to “do more with less” absorbing workload increases while downsizing staff.
Mandatory increases in contributions to the Judiciary trust funds that finance
benefit payments to retired bankruptcy, magistrate, and Court of Federal
Claims judges, and spouses and dependent children of deceased judicial officers.
Inflationary increases for non-salary operating costs such as supplies, travel,
and contracts.

—Costs associated with Criminal Justice Act (CJA) representations. The Sixth
Amendment to the Constitution guarantees that all criminal defendants have
the right to the effective assistance of counsel. The CJA provides that the Fed-
eral courts shall appoint counsel for those persons who are financially unable
to pay for their defense. The number of CJA representations is expected to in-
crease by 8,200 in fiscal year 2008, as the number of defendants for whom ap-
pointed counsel is required increases.

After funding these adjustments to base, the remaining $62 million requested is

for program enhancements. Of this amount:

—$22 million to increase the non-capital panel attorney rate from $96 to $113 per
hour. I will discuss this requested increase in more detail in a moment. $11 mil-
lion would provide for critical security-related requirements.

—$10 million will provide for investments in new information technology projects
and upgrades, and courtroom technology improvements.

—$11 million will provide for unfunded fiscal year 2007 recurring court operating
expenses that were not funded in fiscal year 2007 but are necessary require-
ments in fiscal year 2008.

—Of the remaining $8 million, $1 million would provide for two additional mag-
istrate judges and associated staff; $1 million will pay for the Supreme Court’s
exterior landscape renovation project; $2 million is needed for staffing increases
for the Supreme Court (+7 FTE), Federal Circuit (+6 FTE), and the Federal
Judicial Center (+7 FTE). The remaining $4 million is for smaller requirements
in other Judiciary accounts.

INCREASE IN NON-CAPITAL PANEL ATTORNEY RATE

We believe that one program enhancement in our budget request deserves strong
consideration in order to ensure effective representation for criminal defendants who
cannot afford to retain their own counsel. We are requesting $22 million to increase
the non-capital panel attorney rate to $113 per hour effective January 2008. A panel
attorney is a private attorney who serves on a panel of attorneys maintained by the
district or appellate court and is assigned by the court to represent financially-eligi-
ble defendants in Federal court. These attorneys are currently compensated at an
hourly rate of $92 for non-capital cases and up to $163 for capital cases. The hourly
non-capital rate will increase to $94 per hour effective April 1, 2007 as a result of
the $2 per hour cost-of-living adjustment you provided in fiscal year 2007. We are
very grateful for this modest rate adjustment. The Judiciary requests annual cost-
of-living adjustments for panel attorneys similar to the annual adjustments pro-
vided to federal employees for two reasons. First, cost-of-living adjustments allow
the compensation paid to panel attorneys to keep pace with inflation to maintain
purchasing power and, in turn, enable the courts to attract and retain qualified at-
torneys to serve on their CJA panels. Second, regular annual adjustments eliminate
the need to request large “catch-up” increases in order to account for several years
with no rate adjustments. The subcommittee recognized the importance of annual
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cost-of-living adjustments by providing one to panel attorneys in fiscal year 2007.
I would note that the previous subcommittee provided a cost-of-living adjustment in
fiscal year 2006.

Our request to increase the non-capital hourly rate to $113 amounts to a partial
catch-up increase. The non-capital rate was increased to $90 in May 2002 but no
adjustments were made to that rate until January 2006, when it was raised to $92,
and which will increase to $94 in a few weeks, on April 1, as I just mentioned. In
comparison, since May 2002, the Department of Justice has been paying $200 per
hour to retain private attorneys with at least 5 years of experience to represent cur-
rent or former federal employees in civil, congressional, or criminal proceedings. The
Judiciary requested a panel attorney rate of $113 per hour in fiscal years 2002,
2003, and 2004. In report language accompanying the fiscal year 2004 appropria-
tions bill, the subcommittee with jurisdiction over our funding at the time said the
Judiciary was not presenting a strong case for the $113 rate and suggested we sur-
vey the courts and gather data to make a more compelling case. Thus, we did not
request the $113 rate in fiscal years 2005 and 2006 while the Administrative Office
conducted surveys of judges and panel attorneys and analyzed the responses.

In a 2004 survey of Federal judges, over half of them indicated that their courts
were currently experiencing difficulty identifying enough qualified and experienced
panel attorneys to accept appointments in non-capital cases. In the first statistically
valid, nationwide survey of individual CJA panel attorneys conducted in March
2005, a significant percentage (38 percent) of the over 600 attorneys surveyed re-
ported that since the hourly compensation rate had increased to $90 per hour in
May 2002, they had nevertheless declined to accept a non-capital CJA appointment.
Strikingly, after covering overhead costs for the predominantly solo and small-firm
lawyers who take CJA cases, their net pre-tax income for non-capital CJA represen-
tations amounted to only about $26 per compensated hour. A large proportion (70
percent) of the CJA attorneys surveyed in March 2005 reported that an increase to
the $90 hourly rate is needed for them to accept more non-capital cases.2

The requested increase to $113 per hour reflects the minimum amount the Judi-
cial Conference believes is needed to attract qualified panel attorneys to provide the
legal representation guaranteed by the Sixth Amendment. Indeed, $113 is the level
that the Judiciary was seeking in 2002 when Congress increased the rate to $90.
Recognizing fiscal realities, the $113 rate request is well below the $133 rate au-
thorized by the CJA. I urge you to give this rate increase strong consideration.

CONTRIBUTIONS OF THE ADMINISTRATIVE OFFICE

Year in and year out, the Administrative Office (AO) of the United States Courts
serves and provides critical support to the courts. The more the courts have to do,
and the fewer resources with which they have to do it, the more challenging the
job of the AO becomes. With only a fraction (1.6 percent) of the resources that the
courts have, the AO does a superb job of supporting our needs.

The AO has key responsibilities for Judicial administration, policy implementa-
tion, program management, and oversight. It performs important administrative
functions, but also provides a broad range of legal, financial, program management,
and information technology services to the courts. None of these responsibilities has
gone away and new ones are continually added, yet the AO staffing level has been
essentially frozen for 10 years.

The AO played a central role in assisting the courts to implement the bankruptcy
reform legislation, as well as in helping those courts affected by Hurricanes Katrina
and Rita and the myriad of space, travel, technology, and personnel issues that had
to be addressed.

In my role as Chair of the Judicial Conference Committee on the Budget, I have
the opportunity to work with many staff throughout the AO. They are dedicated,
h%ard working, and care deeply about their role in supporting this country’s system
of justice.

The fiscal year 2008 budget request for the Administrative Office is $78.5 million,
representing an increase of $6.2 million. All of the requested increase is necessary
to support adjustments to base, mainly standard pay and general inflationary in-
creases, as well as funding to replace the anticipated lower level of fee revenue and
carryover amounts with appropriated funds in fiscal year 2008.

I urge the subcommittee to fund fully the Administrative Office’s budget request.
The increase in funding will ensure that the Administrative Office continues to pro-
vide program leadership and administrative support to the courts, and lead the ef-

2 Although rates have been raised to $92 per hour since the survey was taken, this $2 per
hour increase would not have materially affected the survey responses.
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forts for them to operate more efficiently. Director Duff discusses the AO’s role and
budget request in more detail in his testimony.

CONTRIBUTIONS OF THE FEDERAL JUDICIAL CENTER

I also urge the subcommittee to approve full funding for the Federal Judicial Cen-
ter’s request of $24.5 million for fiscal year 2008.

The Center’s director, Judge Barbara Rothstein, has laid out in greater detail the
Center’s needs in her written statement. I simply add that the Center plays a vital
role in providing research and education to the courts. The Judicial Conference and
its committees request and regularly rely on research projects by the Center. These
provide solid empirical information on which judges, the Judiciary, and Congress
and the public, depend on in reaching important decisions relating to litigation and
court operations. Likewise, the Center’s educational programs for judges and court
staff are vital in preparing new judges and court employees to do their jobs and in
keeping them current so that they can better deal with changes in the law, and in
tools like technology that courts rely on to do their work efficiently.

The Center has made good use of its limited budget. It has made effective use
of emerging technologies to deliver information and education to more people more
quickly. The relatively small investment you make in the Center each year (less
than one-half of one percent of the Judiciary’s budget) pays big dividends in terms
of the effective, efficient fulfillment of the courts’ mission.

CONCLUSION

Mr. Chairman, I hope that my testimony today provides you with a better appre-
ciation of the challenges facing the Federal courts. I realize that fiscal year 2008
is going to be another tight budget year as increased mandatory and security-re-
lated spending will result in further constrained domestic discretionary spending.
The budget request before you recognizes the fiscal constraints you are facing.
Through our cost-containment efforts we have significantly reduced the Judiciary’s
appropriations requirements without adversely impacting the administration of jus-
tice. I know that you agree that a strong, independent Judiciary is critical to our
Nation. I urge you to fund this request fully in order to enable us to maintain the
high standards of the United States Judiciary. A funding shortfall for the Federal
courts could result in a significant loss of existing staff, dramatic cutbacks in the
levels of services provided, and a diminution in the administration of justice.

Thank you for your continued support of the Federal Judiciary. I would be happy
to answer any questions the subcommittee may have.
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PREPARED STATEMENT OF PAUL R. MICHEL, CHIEF JUDGE, UNITED STATES COURT OF
APPEALS FOR THE FEDERAL CIRCUIT

Mr. Chairman, thank you for allowing me to submit my statement supporting the
United States Court of Appeals for the Federal Circuit’s fiscal year 2008 budget re-
quest.

Our request totals $28,442,000, an increase of $3,131,000 (12 percent) over the fis-
cal year 2007 appropriation of $25,311,000.

Fifty-six percent of that increase, $1,761,000, is for congressionally- and contrac-
tually-mandated adjustments to base (such as COLAs and escalation in rent and
contracts), as well as one adjustment to the base appropriation for lease of judges’
workspace.

This lease increase, a request for $496,000, will allow us to provide the work
space necessary for four judges (and their staff) now eligible to take senior status
and an additional three judges who become eligible to take senior status in fiscal
year 2009. Even now our courthouse simply does not have space for the judge who
took senior status during the past year, much less offer chambers to seven other
judges eligible to take senior status in this fiscal year and the next.

The retention of judges through senior status is what has allowed this court to
remain current. Since this court’s inception in 1982, the number of active judges on
our court has remained the same, even though our caseload has nearly doubled and
the technology of our patent caseload has become increasingly complex. Clearly, the
provision of adequate work space for judges willing to take senior status (as opposed
to leaving the court through retirement) is critical to our being able to retain these
highly valuable contributors to our court’s output. If adequate work space cannot
be provided, it is likely that some judges may simply retire, or remain active result-
ing in a very significant loss of judicial capacity.

Funding for off-site leased space was not provided in our fiscal year 2007 appro-
priation even though requested. Nevertheless the Administrative Office of the
United States Courts (AO) has authorized GSA to seek suitable off-site space and
negotiate a lease for senior judges, in accordance with Judicial Conference policy.
The search is on-going. We are told, and know from past experience, that securing
a lease and preparing chambers will take 6 to 12 months, making it necessary for
us to have the funding available in fiscal year 2008.

Forty-four percent, $1,370,000, of the requested increase over the fiscal year 2007
approved appropriation is to fund programmatic increases for: (1) additional law
clerk positions; (2) upgrades to six of the court’s automated systems; and (3) two-
way video and audio transmission capability between the court and remote sites
around the country.

Additional Law Clerk.—$732,000 of the amount requested covers the cost of hir-
ing an additional law clerk for each of the court’s active judges for 6 months of fiscal
year 2008. The increased workload now requires funding a fourth law clerk. The
court presently has funding for only three law clerks for each judge and one sec-
retary. This added funding would provide a fourth law clerk or assistant for each
active judge. Indeed, Article III judges serving in the other 12 circuits of the Federal
Judiciary have had funding for a fourth law clerk for years.

The Federal Circuit did not previously need parity, but I now ask for this funding
for new positions because they are necessary in order to keep up with the sharp
increase in the number of appeals filed. After years of steady increases in filings,
case filings in fiscal year 2006 alone increased by 14 percent from fiscal year 2005.
In addition, we face a sharp rise in the complexity of cases, many involving ad-
vanced and emerging technologies of great economic importance for American busi-
nesses.

Upgrade to Automated Systems.—$388,000 of the amount requested under pro-
gram increases is necessary to provide new and improved electronic information
technology services to the court, namely (a) improved automated case tracking and
management; (b) automated e-filing of briefs by attorneys; (c¢) e-voting and com-
menting by judges; (d) automated conflict screening; (e) improved public Web site
with posting of all briefs and opinions; and (f) off-site continuity of operations set-
up, configuration and support for a back-up computer system at the administrative
office site in Missouri.

The court is developing an improved electronic case tracking system, as well as
electronic filing, voting, and conflict screening systems. All of these systems are rec-
ommended or required by the Judicial Conference. Their development requires hir-
ing contractors, purchasing new equipment, and training court information tech-
nology staff. These new systems provide better, more accessible, and faster services
for litigating lawyers, judges and judges’ staffs, as well as making available to
judges and court staff a more efficient method for tracking cases. The automated
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conflict screening system reduces the risk of judges inadvertently participating in
cases despite a financial conflict, and thus assists in assuring compliance with ethics
requirements. It also is required by Judicial Conference policy. The Web site is our
primary contact system with attorneys, academics, and the interested public.

Funding is included in this amount for off-site back-up computer equipment nec-
essary to support the continuing operations of the court if a disaster disables our
courthouse in Washington, D.C., which is located very near to the White House—
a primary target for terrorists.

Remote Video Conferencing.—The remaining $250,000 of the requested amount
covers the cost to provide remote video conferencing in one of our three courtrooms,
in accordance with Judicial Conference and administrative office policy on funding
such capability. Recently, the Judiciary adopted information technology initiatives
for reducing the reliance on paper, achieving economy in its business processes, and
providing better service to citizens at locations around the country. These initiatives
are especially critical to our court because with our nationwide jurisdiction, our law-
yers and their clients are scattered all across the country. The request is based on
recommendations from the Judicial Conference and the Administrative Office of the
United States Courts to provide two-way video and audio transmission between
courtrooms and remote sites. With this beneficial technology attorneys can present
oral arguments from anywhere in the country and avoid the cost in time and money
of traveling to Washington, D.C., and staying here overnight. In addition, the court
and citizens benefit greatly from hearing oral arguments which might otherwise not
be presented to the court.

I would be pleased, Mr. Chairman, to answer any questions the committee may
have or to meet with the committee members or staff about our budget request.

Thank you.

PREPARED STATEMENT OF JANE A. RESTANI, CHIEF JUDGE, UNITED STATES COURT
OF INTERNATIONAL TRADE

Mr. Chairman, members of the committee: I would like to again thank you for
providing me the opportunity to submit this statement on behalf of the United
States Court of International Trade, a court established under Article III of the Con-
stitution with exclusive nationwide jurisdiction over civil actions pertaining to mat-
ters arising out of the administration and enforcement of the customs and inter-
national trade laws of the United States.

The Court’s fiscal year 2008 original budget request of $16,727,000 represented
an overall increase of $690,000 or 4.3 percent over the fiscal year 2007 assumed ap-
propriation of $16,037,000. This assumed appropriation included an across the
board cut of 1 percent. In February, the Court received an appropriation of
$15,825,000. Based on this enacted appropriation, and after a detailed and careful
review, the Court’s fiscal year 2008 budget request has been reduced to $16,632,000.
This represents an overall increase of 5.1 percent over the enacted fiscal year 2007
appropriation. Despite the reduction, we anticipate that this request will enable the
Court to maintain current services and provide for mandatory increases in pay, ben-
efits and other inflationary adjustments to base, including increases in costs paid
to GSA for rent and to the Federal Protective Service for building basic and build-
ing-specific security surcharges. These security surcharges provide for the Court’s
pro-rata share of installing, operating and maintaining systems for the critical and
necessary security of the Federal Complex in lower Manhattan.

As it has done in the past, the Court continues to budget and expend funds in
a conservative and cost effective manner, and will continue to do so to manage with-
in the reduced request. Through the use of its annual appropriation and the Judici-
ary Information Technology Fund (JITF), the Court continues to promote and imple-
ment the objectives set forth in its long range plan for providing access to the Court
through the effective and efficient delivery of information to litigants, bar, public,
judges and staff. This access is of particular importance in realizing the Court’s mis-
sion to resolve disputes by: Providing cost effective, courteous and timely service by
those affected by the judicial process; providing independent, consistent, fair and im-
partial interpretation and application of the customs and international trade laws;
and fostering improvements in customs and international trade law and practice
and improvements in the administration of justice.

The Court continues to make substantial progress in implementing its informa-
tion technology and cyclical maintenance programs. In fiscal year 2006, the Court:
Purchased a new server for a public access terminal that will allow access to the
Court’s customized version of the Federal Judiciary’s Case Management/Electronic
Case Files (CM/ECF) System; purchased an additional server for storing utility files
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and desktop images; purchased a high speed digital networked copier with scanning
and faxing capabilities; cyclically upgraded laptops and purchased desktop com-
puters, monitors and printers for a new judge; upgraded vital existing software ap-
plications, continued maintenance agreements for computer hardware and software
applications; implemented the on-line system (pay.gov) for the payment of filing fees
and the electronic application of CM/ECF for filing appeals and opening cases; up-
graded to a new version of CM/ECF; and provided training in the new electronic
case opening and filing of appeals applications to attorneys, staff and the public. Ad-
ditionally, in fiscal year 2006, the Court continued its cyclical maintenance program
by refurbishing chambers for a new judge, and offices for a new clerk of court, re-
placing aging furniture/chairs and upgrading public access corridors.

In fiscal year 2007, the Court has planned to: Purchase new courtroom and con-
ference room technology systems, including an upgraded video conferencing system;
replace the Court’s Internet server and the server for the Court’s library on-line
cataloguing and acquisition system; replace desktop computer systems, laptops and
printers in accordance with the Judiciary’s cyclical replacement program; upgrade
and support existing software applications; purchase new software applications to
ensure the continued operational efficiency of the Court; support Court equipment
by the purchase of yearly maintenance agreements; and upgrade copier machines
in chambers and clerks’ offices. The Court also will expand its developmental and
educational programs for staff in the areas of job-related skills and technology.

In fiscal year 2008, the Court remains committed to using its carryforward bal-
ances in the Judiciary Information Technology Fund to continue its information
technology initiatives and to support the Court’s short-term and long-term informa-
tion technology needs.

Additionally, the Court will continue its commitment to its cyclical replacement
and maintenance program for equipment and furniture and for the courthouse. This
program not only ensures the integrity of equipment and furnishings, but maxi-
mizes the use and functionality of the internal space of the courthouse. Moreover,
the fiscal year 2008 request includes funds for the support and maintenance of the
security systems upgraded by the Court in fiscal years 1999 through 2005, and the
Court’s COOP. Lastly, the Court will continue its efforts to address the educational
needs of the bar and Court staff.

As I have stated in previous years, the Court remains committed to maintaining
its security systems to ensure the protection of those who work in and visit the
courthouse. In July, 2005, GSA received Senate approval for fiscal year 2006 fund-
ing for the design and construction of a security pavilion for entry into the building.
In fiscal year 2006, the Court worked closely with GSA in the design and construc-
tion of this entrance pavilion. To that end, the Court, in fiscal year 2006, entered
into a Reimburseable Work Authorization with GSA for a non-prospectus security
project for the purchase and installation of additional security equipment, including
cameras and for the upgrade of the Court’s security infrastructure. The design
phase was completed in fiscal year 2006 and construction began in fiscal year 2007.
The Court will continue in fiscal year 2008 to work in full partnership with GSA
during the last phases of construction in order to ensure the total success of this
project. GSA projects a completion date in fiscal year 2008.

I would like to again emphasize that the Court remains committed to an approach
of conservatively managing its financial resources through sound fiscal, procurement
and personnel practices. As a matter of internal operating principles, the Court rou-
tinely engages in cost containment strategies in keeping with the overall adminis-
trative policies and practices of the Judicial Conference, particularly regarding rent,
security costs, equipment costs, technology, contractual obligations and personnel. I
can assure you that this management approach with respect to the Court’s financial
affairs is on-going.

Lastly, I would like to personally extend my deepest thanks and appreciation to
Congress for recognizing the needs of the courts by providing, in fiscal year 2007,
adequate funding to maintain current services so that the courts can remain com-
mitted to the administration of justice for all.

The Court’s “General Statement and Information” and “Justification of Changes,”
which provide more detailed descriptions of each line item adjustment, were sub-
mitted previously. If the committee requires any additional information, we will be
pleased to submit it.
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PREPARED STATEMENT OF BARBARA J. ROTHSTEIN, DIRECTOR, FEDERAL JUDICIAL
CENTER

INTRODUCTION

Mr. Chairman and members of the subcommittee: My name is Barbara J.
Rothstein. I have been a U.S. district judge since 1980 and Director of the Federal
Judicial Center since September 2003. The Center is the Federal courts’ agency
whose statutory mandate is to provide continuing education of judges, education of
court employees, and research and analysis of Federal judicial processes and proce-
dures.

I appreciate the opportunity to provide you this statement in support of our 2008
appropriations request. Because the Center, like the other judiciary accounts, is new
to the subcommittee. I am taking this opportunity to provide a detailed description
of our work.

I must stress at the outset that while the Center continues to perform its basic
statutory duties, the combination of budget shortfalls and the staff reductions which
the shortfalls have necessitated is colliding with an increase in new requirements.
In recent years we have been asked by the Judicial Conference to undertake several
large research projects, most of which have been to enable the Conference to re-
spond to proposals and inquiries from Congress. For example, in response to a con-
gressional request that the Federal judiciary “document how often courtrooms are
actually in use,” we are conducting a national study of how courtrooms are sched-
uled and actually used by Federal district and magistrate judges. In response to re-
cent congressional proposals to streamline the processing of habeas corpus appeals
of State capital convictions, the Center was asked by six committees of the Judicial
Conference to conduct an extensive empirical study of all State prisoner capital ha-
beas corpus petitions pending in the Federal courts. We are also in the midst of a
multi-year study of the impact of the Class Action Fairness Act of 2005 (CAFA) on
the resources of the Federal courts. The Center was asked to conduct this study by
the Advisory Committee on Civil Rules as it considers whether rules changes may
be needed in response to CAFA. In education, last year we were asked to provide
enhanced training for judges and staff on new ethics-related guidance and on immi-
gration cases in the circuit courts of appeals. Along with all of these tasks is the
need to provide continuing education and study in connection with the changes
brought about by the passage of a new bankruptcy statute.

Our ability to meet specific requests like these and, at the same time, continue
our regular education and research programs will be jeopardized without at least
a small increase in our staff.

2008 REQUEST

Our 2008 request is for $24,475,000, a 7 percent increase: $1,066,000 for standard
adjustments to base to cover increases in compensation and benefits and infla-
tionary increases in operating costs, and $535,000 for additional staff (7 FTE) to
support the services the Center provides to the Judicial Branch.

The Center’s Board, which the Chief Justice chairs, considered our proposed re-
quest at its November 2006 meeting and approved it for submission to Congress.
I am confident that you will find it responsible and well grounded.

Our 2008 request seeks what is essentially a “current services” budget. The Cen-
ter has been struggling with having received only one full current services increase
since the early 1990s. Over these years, to compensate for appropriations that did
not provide full adjustments to base, we reduced our staff 20 percent from 158 to
125. Even as our staff declined, the courts’ need for our services has continued to
grow. For this reason we are requesting funds to restore 10 (7 FTE) of the most
critically needed of the 23 positions we have lost since 2003. Our budget submission
provides greater detail on why these positions are needed and the services they will
help provide.

The Center is proud of its work to promote improved judicial administration in
the courts of the United States, even as its resources have declined. To make the
most of our limited resources, we have made great use of educational technologies
that reduce the need for travel, and we have carried out rigorous cost controls, in-
ternal staff and operational adjustments and reallocations, and personnel cuts. We
have reached the point where such measures are no longer viable without impacting
the quality of the services we provide. I respectfully urge you to find a way to pro-
vide the Center with the modest 7 percent increase it needs in 2008 to continue to
provide the educational and analytical services for which judges and their staffs look
to the Center.
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ABOUT THE FEDERAL JUDICIAL CENTER

Below I highlight Center activities in 2006, focusing primarily on our education
for Federal judges and the staffs of the courts and our research on court and case
management. Much of this work involves coordination, cooperation, and consultation
with committees of the Judicial Conference of the United States, with the Adminis-
trative Office, and with the U.S. Sentencing Commission.

The Center provides orientation programs on substantive legal issues, ethics, and
trial and case-management techniques to groups of newly appointed judges.

The Center provides timely information and continuing instruction to help Fed-
eral judges and court staff comply with new legislation, Judicial Conference policies,
and Supreme Court decisions. We also help courts apply effective leadership and
management principles and engage in strategic planning for their near-term and fu-
ture needs. Examples in this report include expanded ethics training for judges and
staff, resources and programs on effective case management, an annual review of
cases decided by the Supreme Court, programs for court units on strategic workforce
planning, and a courtroom use study, conducted at the behest of the Judicial Con-
ference in response to a congressional request that the Federal judiciary “document
how often courtrooms are actually in use.”

EDUCATION AND TRAINING

More than 2,000 Federal judge participants, 10,000 court staff participants, 40 cir-
cuit mediators, and 1,100 Federal defenders and their staff attended Center edu-
cational programs in 2006. Those programs included orientation and continuing edu-
cation programs delivered by a variety of methods. Programs for judges, circuit me-
diators, Federal defenders, and court unit executives are traditionally in-person
presentations, affording interaction on court-management and case-management
issues, as well as on substantive and procedural matters. Court staff programs, de-
signed for larger audiences, are typically not travel-based and include audio, video,
and online conferences, as well as local training programs that are taught in the
court units by Center-trained court staff or individuals with training experience
using Center curriculum materials. We provided additional education through sat-
ellite broadcasts, streaming audio and video programs, web-based training pro-
grams, monographs and manuals, and videocassettes and audiocassettes. Advisory
committees of court of appeals, district, magistrate, and bankruptcy judges, as well
as court unit executives and staff, help in planning and producing Center education
programs and publications.

EDUCATION PROGRAMS AND MATERIALS FOR JUDGES AND FOR LEGAL STAFF

SEMINARS AND WORKSHOPS FOR JUDGES, JANUARY 1-DECEMBER 31, 2006

Number of Number of

Programs Participants
Orientations for newly appointed district judges 3 31
Orientations for newly appointed bankruptcy judges 3 73
Orientations for newly appointed magistrate judges 3 54
Conference for chief district judges 1 94
Conference for chief bankruptcy judges 1 69
Workshops for district and circuit judges 2 90
National workshops for district judges 3 377
National workshops for bankruptcy judges 2 262
National workshops for magistrate judges 2 368
National sentencing policy institute 1 72
Special-focus workshops 17 416
In-court seminars 15 199
TOTAL 53 2,105

The Center also held six programs for 1,107 Federal defenders and staff and one
program for 43 circuit mediators.

Continuing education programs in 2006 included these national workshops:

—Three for district judges on judicial ethics and the Code of Conduct for U.S.
Judges, recent developments in Federal jurisdiction, a review of pertinent deci-
sions from the 2005—2006 Supreme Court term, prosecution of terrorists in Fed-
eral courts, 42 U.S.C. § 1983 qualified immunity, management and trial of pat-
ent cases, information technology for judges, sentencing post-Booker, complex
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criminal case management, the science of drug addiction, an update on the Fed-
eral Rules of Evidence, and an update on employment discrimination law;

—two for bankruptcy judges that discussed the Code of Conduct; model rules and
practice under the Bankruptcy Abuse Prevention and Consumer Protection Act
of 2005 (BAPCPA), judicial security, issues involving U.S. trustees under the
new BAPCPA, judicial independence and accountability, recent developments in
Chapter 7, 11, and 13 cases, U.S. Judicial Conference privacy policy, the dynam-
ics of small business Chapter 11, Chapter 15 issues;

—two for magistrate judges on judicial ethics and the Code of Conduct, electronic
discovery, legal and management issues in patent cases, media and the law, IT
issues, cell site information and electronic surveillance law, electronic filing, pri-
vacy and protective orders, the science of drug addiction, and updates on the
Federal Rules of Evidence, habeas corpus issues, Social Security law issues, and
42 U.S.C. § 1983 case law.

Seminars for small groups of judges on particular topics covered case manage-
ment, intellectual property, international law and litigation, employment law,
emerging issues in neuroscience, law and terrorism, advanced mediation strategy,
law and genetics, managing capital construction projects, environmental law, immi-
gration law, law and society, and law and science. We conduct many of these pro-
grams in collaboration with law schools or other educational institutions, which
helps us leverage our funds.

Our conferences for chief district judges and chief bankruptcy judges focused on
the roles and responsibilities of the chief judge in financial management and stra-
tegic resource planning, judicial security, the courtroom usage study, public atti-
tudes towards the courts, and a program for new chief judges. We conducted both
conferences in cooperation with the Administrative Office.

Programs for defender personnel included a national seminar and an appellate
writing workshop for Federal defenders, a seminar for Federal defender investiga-
tors and paralegals, and a law and technology workshop for Federal defender staff.

The Federal Judicial Television Network (FJTN) is a satellite broadcast network
that reaches over 300 court locations. In 2006, we produced:

—Supreme Court: The Term in Review (2005—-2006), which analyzed cases likely

to affect Federal court dockets;

—Implementing the Bankruptcy Abuse Prevention and Consumer Protection Act
of 2005: Early Experience;

—A New Mandate: Use of Conflicts Screening Software;

—The Sentencing Guidelines Statement of Reasons Form (with the U.S. Sen-
tencing Commission);

—Iéeviews of key bankruptcy decisions in 2005 in the Fourth, Eighth, and Ninth

ircuits;

—The Fundamentals of Criminal Pretrial Practice in the Federal Courts; and

—an orientation series for new law clerks, including a program on the basics of
employment discrimination law.

Web-based resource pages are available to judges on a variety of topics, such as:

—Managing habeas corpus review of capital convictions, including case-law sum-
maries, case-management procedures, and sample case-management plans, or-
ders, and forms (a similar resource page on federal death penalty cases has
been available for several years);

—electronic discovery and evidence, including materials from Center workshops,
rflevant local rules and sample orders, and a bibliography of case law and arti-
cles;

—courtroom technology, including our manual on Effective Use of Courtroom
Technology, and our research on videoconferencing in criminal proceedings and
animation, simulations, and immersive virtual environmental technology;

—safeguarding personal information in electronic transcripts;

—selected appellate decisions on sentencing post-Booker;

—the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005, with
materials and streaming video and audio formats of our television broadcasts
and audio conferences on the act;

—non-prisoner civil pro se litigation, a collection of information from district
courts regarding their practices with pro se litigants; and

—streaming videos of recent FJTN broadcasts.

We also have a Web-based resource page of materials to help law clerks learn
about their duties and the ethical responsibilities of their position. This includes a
new e-learning tutorial.

We released or had in production the following judicial and legal education publi-
cations in 2006: The Bail Reform Act of 1984, Third Edition; Copyright Law, Second
Edition; The Elements of Case Management: A Pocket Guide for Judges, Second
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Edition; Managing Discovery of Electronic Information: A Pocket Guide for Judges;
Mediation & Conference Programs in the Federal Courts of Appeals: A Sourcebook
for Judges and Lawyers, Second Edition; Patent Law and Practice, Fifth Edition;
Post-Booker Sentencing—Selected Issues from Appellate Case Law (online only); and
The Use of Visiting Judges in the Federal District Courts: A Guide for Judges and
Court Personnel (updated 2006)(on line only).

EDUCATION PROGRAMS FOR JUDGES AND COURT STAFF

In 2006 we offered several programs that judges and court staff attend together,

including:

—A policy institute for district judges, probation and pretrial services officers, and
prosecutors and defenders, held in cooperation with the Judicial Conference’s
Criminal Law Committee, the Sentencing Commission, and the Administrative
Office, which included discussions on sentencing policies with representatives of
the legislative, executive, and judicial branches;

—our Program for Consultations in Dispute Resolution, which provides on-site as-
sistance to courts that wish to begin or revise alternative dispute resolution pro-
grams;

—a 2-day executive team-building program for new chief judges and their clerks
of court in conjunction with the Center’s national conferences for chief district
and bankruptcy judges;

—four strategic planning workshops to help courts develop policy and operational
plans specific to their courts;

—an executive leadership seminar for chief judges and their court unit executives;

—a workshop produced in collaboration with the Administrative Office and the
General Services Administration to help court teams plan for capital construc-
tion projects; and

—at the request of a circuit court, Using Technology to Serve the Appellate Proc-
ess, an in-court program developed with the Administrative Office, for judges,
gourt unit executives and their staff, Federal defenders, and members of the

ar.

EDUCATION PROGRAMS AND MATERIALS FOR COURT STAFF

The table below summarizes our programs for the staff of the courts.

EDUCATION AND TRAINING PROGRAMS FOR COURT STAFF, JANUARY 1-DECEMBERR 31, 2006

Number of Number of
Programs Participants
Seminars and Workshops (national and regional):

Clerks of court, clerk’s office personnel, circuit executives, bankruptcy administrators,
senior staff attorneys, court librarians 7 893
Probation and pretrial services officers and personnel 11 508
Personnel in several categories ! 15 598
TOTAL 33 1,999

In-Court Programs (programs using curriculum packages, training guides, and computer-as-

sisted instructional programs):

Clerks of court, clerk’s office personnel, circuit executives, bankruptcy administrators,
senior staff attorneys, court librarians 76 1,876
Probation and pretrial services officers and personnel 100 2,967
Personnel in several categories 90 1,205
TOTAL 266 6,048

Technology-based Programs (videoconferences, audio conferences, online conferences, but not

including FITN broadcasts):

Clerks of court, clerk’s office personnel, circuit executives, bankruptcy administrators,
senior staff attorneys, court librarians 6 1,881
Probation and pretrial services officers 8 186
Personnel in several categories 1 33
TOTAL 15 2,100
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EDUCATION AND TRAINING PROGRAMS FOR COURT STAFF, JANUARY 1-DECEMBERR 31, 2006—
Continued

Number of Number of
Programs Participants

GRAND TOTAL 314 10,147

Includes team management workshops for judges and court unit executives.

2006 programs for clerks of court and their staffs included:

—A biennial National Conference for District Court Clerks and Chief Deputy
Clerks, which emphasized strategic planning, succession planning, imple-
menting new Judicial Conference policies, management issues, and electronic
case filing;

—two management training workshops for supervisors and managers in appellate,
district, and bankruptcy courts—a program for those new to the position dis-
cussed such topics as performance management, while the program for those
with 3 or more years of experience examined staff development and leadership
during a crisis;

—several programs with the Administrative Office on Case Management/Elec-
tronic Case Filing were facilitated with our staff: three forums—one for district
court staff and two for bankruptcy court staff—as well as two web-audio con-
ferences and two audio conferences for bankruptcy courts; and

—an online conference conducted over several months for jury administrators on
customer communications and a web-audio conference on best practices.

Conferences and workshops for probation and pretrial services offices included:

—A biennial National Conference for Chief Probation and Pretrial Services Offi-
cers on succession planning, management issues, optimizing efficiency through
technology, offender supervision methods, and coping with limited budgets;

—an executive team workshop for chief probation and pretrial services officers
and their chief deputies that helps leaders analyze district operations and cre-
ate a strategic plan;

—five regional symposia for experienced supervising officers that dealt with su-
pervision skills, staff motivation, change management and other topics; and

—two in-person workshops for new supervising officers participating in a 2-year
supervisors development program that also comprises completion of a 40-hour
self-study course and attendance at several web-audio conferences.

New FJTN programs in 2006 for officers included Cyber Crime Investigation and
Supervision and Substance Abuse: Methamphetamine, the fourteenth program in a
series. The cyber crime program and a rebroadcast of our Financial Investigation
series were supplemented with five web-audio conferences.

The Center offers extensive leadership and management education through its
Professional Education Institute (PEI). PEI includes courses, programs, web-based
resources, and self-development tools to aid leaders and managers at all levels.

The Center has a variety of curriculum packages that Center-trained court staff
or staff with training experience use to conduct training in local courthouses. Recent
packages for managers in all court units include Planning for Fiscal Management,
Planning for Strategic Workforce Management, and Developing a Strategic Court
Web Site. A new training guide, Mentoring in the Courts, was published electroni-
cally on the Center’s intranet site.

New FJTN programs for all court personnel included a program on challenges and
possibilities facing the courts, an orientation video on the Center’s Federal Court
Leadership Program, and a program on mentoring relationships. Four editions of
the Court to Court video magazine spotlighting innovative court practices aired in
2006.

RESEARCH

The Center conducts empirical and evaluative research on Federal judicial admin-
istration and case management, mostly at the request of committees of the Judicial
Conference. The results of most of our research are available in print, on our web
sites, or in both formats. In 2006, we completed 10 major research projects and con-
tinued work on 33 others. This research included:

—Developing and implementing a research design and training protocols for a
major study of courtroom use in the district courts as requested by a committee
of the Judicial Conference in response to a request from the chair of the Sub-
committee on Economic Development, Public Buildings and Emergency Manage-
ment of the House Committee on Transportation and Infrastructure. This exten-
sive study of how Federal courtrooms are scheduled and actually used is sched-
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uled to be completed in June 2008. The study focuses on courtroom use in a
random sample of 24 districts during two 3-month time periods in 2007. Three
additional districts are included in the study because they face unusual cir-
cumstances involving their courtrooms;

—producing a handbook to assist judges in managing class actions under the
Class Action Fairness Act of 2005 (CAFA). Managing Class Action Litigation:
A Pocket Guide for Judges concisely describes the most important and relevant
practices for managing class action litigation as set out in the Center’s Manual
for Complex Litigation, Fourth. The handbook is a product of the Center’s
multi-year study of the impact of CAFA on Federal judiciary resources as re-
quested by the Advisory Committee on Civil Rules;

—examining a sample of class action activity, including appeals, before and after
CAFA went into effect, with the goal of measuring its impact on various stages
of litigation, including remand, ruling on pretrial motions, ruling on class cer-
tification, trial, settlement, and appeals;

—conducting research and interviews with Federal judges who have recently been
assigned terrorism cases in order to develop educational materials to for judges
related to managing terrorism cases;

—assisting the Advisory Committee on Civil Rules as it considers a number of
possible amendments to the rules of civil procedure;

—conducting a survey of a sample of district court judges and attorneys involved
with recently terminated patent cases to identify the case management tech-
niques that judges employed to strengthen the claim construction process;

—following up on research to our 2003 study of eleven courts’ experiences as pi-
lots in providing remote public access to electronic criminal case records. The
follow-up research included an assessment of remote public access to criminal,
civil, and bankruptcy electronic records in the district courts. The research fo-
cused on related issues such as redacting prohibited information in documents
that are filed in the federal courts;

—examining a sample of over 700 capital habeas appeals of State convictions in
response to perceived delay and backlog issues in the processing of these cases;

—developing and publishing a pocket guide to help Federal judges manage the
discovery of electronically stored information: Managing Discovery of Electronic
Information: A Pocket Guide for Judges;

—conducting on-going research to support the Judicial Conference’s use of the re-
cently developed statistical case weights for the district courts to assess judge-
ship needs, including major research to develop new statistical case weights for
the bankruptcy courts; and

—supporting the Judicial Conduct and Disability Act Study Committee, appointed
by Chief Justice Rehnquist and chaired by Justice Breyer, as it prepared its
final report. Earlier work for the committee included reviewing a stratified na-
tional sample of complaints filed under 28 U.S.C. § 351.

We also responded to more than 50 informational requests for research-related as-

sistance from the courts, Judicial Conference committees, State and Federal agen-
cies, individuals from academic institutions and associations, and others.

PROGRAMS FOR FOREIGN JUDICIAL OFFICIALS

In 1992, the Center’s implementing legislation was amended to include a mandate
to support the U.S. Government’s efforts with promoting the rule of law abroad by
providing information about judicial administration and education to the courts of
other countries and also to obtain information from foreign judiciaries that might
assist U.S. judges manage transnational litigation. To that end, in 2006, the Center
conducted 43 briefings for more than 226 foreign judges, court officials, scholars,
and students from over 68 different countries; hosted visiting foreign judicial fellows
from Brazil and Russia, who studied case management, intellectual property and
treaty law, and judicial independence; and provided technical assistance abroad, in-
cluding conference presentations, in Argentina, Jordan, Kazakhstan, Kosovo, Rus-
sia, and Serbia.

No funding for these projects came from the Center’s appropriation; they were
supported with funds from U.S. Government agencies and host countries (or organi-
zations within them). The Center’s two-person International Judicial Relations Of-
fice coordinates this activity. The Center also held a conference on international law
and litigation for U.S. judges, in collaboration with the American Society of Inter-
national Law.
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FEDERAL JUDICIAL HISTORY

Congress has told us to conduct, coordinate, and encourage programs related to
the history of the Federal judicial branch. Our 3-person Federal judicial history of-
fice does so by making available the results of our own historical research, helping
judges and the courts with court history projects, and encouraging research and
education projects about the judiciary. We have completed six units in our project
to develop web-based curriculum materials to help educators teach about the history
of the Federal courts, and we have conducted summer institutes that bring together
teachers, judges, and scholars to study judicial history. We continue to update and
expand the widely used History of the Federal Judiciary website, including the Fed-
eral Judges Biographical Directory.

PUBLICATIONS

Most Center publications are available in print and electronically. In addition to
the judicial and legal education publications listed above, the Center also released
the following research reports: The Impact of the Class Action Fairness Act of 2005:
Second Interim Report to the Judicial Conference Advisory Committee on Civil
Rules (on line only); Interim Progress Report on Class Action Fairness Act Study
(on line only); Research on Appeals of Attorney-Fee and Merits Decisions (Fed. R.
Civ. P. 58(c)(2)) As Presented to the Advisory Committee on Civil Rules in May 2006
(on line only); and Roundtable on the Use of Technology to Facilitate Appearances
in Bankruptcy Proceedings.

FEDERAL JUDICIAL TELEVISION NETWORK

The Center operates the Federal Judicial Television Network (FJTN), a satellite
broadcast network with viewing sites in more than 300 Federal court locations,
making it the second largest nonmilitary television network in the Federal Govern-
ment. It transmits Center educational programs as well as those of the Administra-
tive Office and the U.S. Sentencing Commission. In 2006, the FJTN broadcast 98
programs, including 8 live programs. The Center produced 62 of these programs, 4
of which were live. The online FJTN Bulletin is a bimonthly program guide with
broadcast schedules, program descriptions, and other news about the network. The
Center is also streaming videos to enable judges and court staff to easily access in-
formation on their computers.

MEDIA LIBRARY

The Center’s media library contains some 4,000 audio and video programs, includ-
ing Center programs and almost 800 commercially produced video programs. In
2006, the media library loaned more than 600 programs to Federal judges and judi-
cial branch personnel and sent some 2,000 media programs directly to the courts
for them to keep and use in local education and training programs.

INFORMATION SERVICES

The Center serves as a national clearinghouse for information on Federal judicial
administration. In 2006, Information Services Office staff answered hundreds of re-
quests for information from judges and court staff, congressional staff, other govern-
ment agencies, academics, researchers, the media, and the public.

FEDERAL JUDICIAL CENTER FOUNDATION

Congress created the Foundation to receive gifts to support Center work in certain
specialized areas. Its 7-person board is appointed by the Chief Justice, the President
Pro Tempore of the Senate, and the Speaker of the House of Representatives. In
2006, Foundation funds helped support our project on alternative dispute resolution
and programs for judges on advanced mediation strategy, environmental and nat-
ural resources law, emerging issues in neuroscience, law and science, and human-
ities and science.

CONCLUSION

Again, I appreciate the opportunity to submit this statement and stand ready to
answer any questions you may have.
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PREPARED STATEMENT OF THE UNITED STATES SENTENCING COMMISSION

Chairman Durbin, Ranking Member Brownback, members of the subcommittee,
the United States Sentencing Commission thanks you for the opportunity to submit
this statement in support of the Commission’s appropriation request for fiscal year
2008.

For the past 3 fiscal years, the Commission has detailed for its appropriators the
significant impact the Supreme Court’s decisions in Blakely v. Washington! and
United States v. Booker2 have had not only on the Commission but the entire crimi-
nal justice community. Despite changes in case law governing federal sentencing
policy, the Commission has continued to fulfill its statutory mission as set forth in
the Sentencing Reform Act of 1984. Full funding of its fiscal year 2008 request will
ensure that the Commission can continue to fulfill its statutory responsibilities.

RESOURCES REQUESTED

The Commission is requesting $15,477,000 for fiscal year 2008, representing a 6
percent increase over allotted funding for fiscal year 2007. The Commission recog-
nizes that Congress sent a strong message in passing the fiscal year 2007 con-
tinuing funding resolution that agencies should use allotted resources carefully. The
Commission accordingly has tailored its request for funding to reflect the Commis-
sion’s intent to be fiscally conservative while maintaining the resources it needs to
meet its statutory mission.

JUSTIFICATION FOR THE COMMISSION’S APPROPRIATION REQUEST

The statutory duties of the Commission include, but are not limited to: developing
appropriate guideline penalties for new and existing crimes; collecting, analyzing,
and reporting federal sentencing statistics and trends; conducting research on sen-
tencing issues in its capacity as the clearinghouse of federal sentencing data; and
providing training on sentencing issues to federal judges, probation officers, law
clerks, staff attorneys, defense attorneys, prosecutors, and others in the criminal
justice community.

The Supreme Court’s decisions in Blakely and Booker did not alter these core mis-
sions. In fact, the Supreme Court in Booker reaffirmed these statutory obligations
by explaining that the Commission’s post-Booker mission remained “writing guide-
lines, collecting information about district court sentencing decisions, undertaking
research, and revising the guidelines accordingly.”2 The Supreme Court explained
further that the “Commission will continue to collect and study appellate court deci-
sionmaking. It will continue to modify its guidelines in light of what it learns, there-
by encouraging what it finds to be better sentencing practices.” 4

Over the past 3 fiscal years, the Commission has worked diligently to maximize
resources overall and appreciates the funding and support it has received from Con-
gress. The Commission, therefore, has tailored its fiscal year 2008 funding request
to reflect its continued commitment to efficiently yet effectively meet its core mis-
sion.

SENTENCING POLICY DEVELOPMENT AND GUIDELINE PROMULGATION

The Commission promulgated a number of amendments to the guidelines in sev-
eral substantive areas of criminal law, including immigration, steroids, terrorism,
firearms, and intellectual property, that became effective in 2006. For the amend-
ment cycle ending on May 1, 2007, the Commission also is considering a number
of guideline amendments, including recommendations for penalty modifications for
transportation, sex, terrorism, and drug offenses, and the fraudulent acquisition or
unauthorized disclosure of phone records. These proposed amendments reflect the
Commission’s response to the USA Patriot Improvement and Reauthorization Act of
2005, the Safe, Accountable, Flexible, Efficient Transportation Equity Act: A Legacy
for Users, the Adam Walsh Child Protection and Safety Act of 2006, the Stop Coun-
terfeiting in Manufactured Goods Act, the Telephone Records and Privacy Protection
Act of 2006, and a number of directives and changes to the criminal law made by
the 109th Congress, as well as input received from the criminal justice community,
the resolution of circuit conflicts on sentencing application issues, and other policy
priorities of the Commission.

1542 U.S. 296 (2004).
2543 U.S. 220 (2005).
3543 U.S. at 264.
4543 U.S. at 263.
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Consistent with the requirements of the Sentencing Reform Act of 1984, the Com-
mission’s process for sentencing policy development and guideline promulgation con-
tinues to include significant outreach to, and input from, criminal justice stake-
holders, as well as the review of pertinent literature, data, and case law. The fol-
lowing examples of the Commission’s work during the current amendment cycle il-
lustrate this process.

As part of its ongoing study of the criminal history guidelines and its consider-
ation of how the guidelines might be simplified overall, the Commission held 2 days
of meetings to discuss these topics with over 40 individuals, including federal
judges, probation officers, defense attorneys, Department of Justice personnel, and
academics. In addition, as part of its review of the guidelines with respect to cocaine
offenses, the Commission held a day-long hearing to elicit testimony from represent-
atives of the criminal justice community, including law enforcement, medical and
treatment experts, academics, and community groups among others. The hearing
provided a record for the criminal justice community to use as it debates the future
of federal cocaine sentencing policy. The Commission also invited representatives of
the Department of Justice, the defense bar, and industry groups to provide input
on topics such as immigration penalties, sex offenses, and intellectual property of-
fenses during a public meeting of the Commission.

As the foregoing examples illustrate, the federal sentencing guidelines are a prod-
uct of a collaborative and comprehensive process as required by the Sentencing Re-
form Act of 1984, including consideration of factors set forth in 18 U.S.C. § 3553(a).
Full funding of its fiscal year 2008 request will ensure that the Commission can con-
tinue to meet requirements of the Sentencing Reform Act of 1984 with respect to
sentencing policy development and guideline promulgation.

COLLECTING, ANALYZING AND REPORTING SENTENCING DATA

The Supreme Court’s recent jurisprudence has had a significant impact on the
Commission’s data collection, analysis, and reporting efforts. For over 70,000 federal
felony and Class A misdemeanor criminal cases annually, the Commission extracts
information from five documents that the courts are required to send to the Com-
mission pursuant to 28 U.S.C. § 994(w).5

Immediately after the 2004 Blakely decision, the Commission recognized that one
of the most critical functions it could perform was reporting the most timely and
accurate sentencing data available. The Commission therefore began to refine its ef-
forts in this area so that it could produce data beyond its statutorily required an-
nual reports. By the time the Supreme Court issued its Booker decision in January
2005, the Commission had revised its data collection and reporting process so that
it could provide “real-time” data about the effects of the Booker decision on national
sentencing practices.

The Commission further refined its data collection, analysis and reporting efforts
throughout fiscal year 2006 to maximize the information it provides to the criminal
justice community. It now provides detailed quarterly national sentencing data simi-
lar to the format and types of data produced in the Commission’s year-end annual
reports. Moreover, in February 2007, the Commission published on its website its
Fiscal Year 2006 Annual Report and Sourcebook. These materials reflect the Com-
mission’s analysis of over 72,000 cases. This represents approximately 24,000 more
cases than the Commission processed in fiscal year 1997, showing a 50-percent in-
crease in caseload over a 10-year period. The Commission’s fiscal year 2008 funding
request is designed to maintain personnel and other resources in the key areas of
data collection, data analysis, and research. This funding also will ensure that the
Commission can keep pace with increased demands made of its data collection and
analysis efforts.

Information Technology Issues Associated with Data Collection, Analysis, and Re-
porting

The Commission has developed and implemented an electronic document submis-
sion system that enables sentencing courts to submit electronically the five statu-
torily required sentencing documents directly to the Commission. This has greatly
alleviated the need to spend court resources on copying, bundling, and mailing hard
copies. Currently, 80 of the 94 judicial districts are using the system, with another
11 slated to come on-line within the coming months. The Commission is hopeful
that all 94 districts will be using the system by the end of fiscal year 2007.

5Section 994(w) of title 28, United States Code, requires the chief judge of each district court,
within 30 days of entry of judgment, to provide the Commission with: The charging document;
the written plea agreement (if any); the Presentence Report; the judgment and commitment
order; and the statement of reasons form.
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The electronic document submission system has enabled the Commission to take
significant steps toward automating data collection and analysis. Increased automa-
tion contributes significantly to the success of the Commission’s statutory missions
and offers significant benefits to the entire criminal justice community. Automation
better allows the Commission to provide the independent and objective analysis and
reporting of federal sentencing practices contemplated by the Sentencing Reform
Act. Automated data collection and analysis enable the Commission to provide even
more detailed and accurate data on national sentencing trends to the criminal jus-
tice community. An automated system allows the Commission to work closely with
other entities in the criminal justice community in creating an unparalleled system
of document receipt and data reporting that promotes best practices throughout the
system. By increasing internal efficiencies, the Commission is able to dedicate more
resources to research-oriented tasks.

The Commission is pleased that Congress has funded its efforts to become fully
automated. During fiscal year 2008, the Commission intends to evaluate the techno-
logical base it has built and, working with other entities in the criminal justice com-
munity, determine the next steps for moving forward technologically. Full funding
of its fiscal year 2008 request will ensure that the Commission’s automation systems
work efficiently and effectively and allow the Commission to further develop its au-
tomation resources.

Increased Demands for Commission Work Product from Congress

In addition to the new demands for national data placed on the Commission by
the Supreme Court’s recent decisions, the Commission also continues to experience
increased demand for its work product from Congress. In addition to providing its
quarterly and annual data reports on national sentencing practices, the Commission
is required to assist Congress in assessing the impact proposed criminal legislation
will have on the federal prison population. These assessments often are complex,
time-sensitive, and require highly specialized Commission resources. Throughout
the past 3 fiscal years, the Commission also has experienced an increase in more
general requests for information from Congress on issues such as drugs, gangs, im-
migration, and sex offenses. The Commission anticipates an even higher volume of
such requests throughout fiscal year 2008 and looks forward to fulfilling these re-
quests in a timely and thorough manner.

CONDUCTING RESEARCH

Research is a critical component of the Commission’s overall mission. Congress di-
rected the Commission to establish a research agenda as part of its role as the clear-
inghouse on federal sentencing statistics and policy. As such, the Commission has
undertaken a number of important research projects. In response to the recent Su-
preme Court decisions and as a result of the Commission’s success with increasing
its data collection and analysis efficiencies, the Commission has accelerated its re-
search agenda. In fiscal years 2006 and 2007, the Commission undertook a number
of internal and external reports that provide detailed examinations of key policy
areas such as immigration, drugs, and firearms offenses. Also in fiscal year 2006,
the Commission released a comprehensive report on the impact of Booker on federal
sentencing.

In fiscal year 2007, the Commission also anticipates reviewing and releasing re-
ports on federal cocaine policy and various components of offender criminal history,
along with review of other reports drafted to support the Commission’s guideline
amendment work. These reports are crucial to the Commission’s overall objective of
promulgating reasoned and well-informed guideline and policy statement amend-
ments.

In fiscal year 2008, the Commission expects that its research agenda will include
additional reports associated with its policy work and the continuation of its com-
prehensive review of criminal history, including more reports based on its nationally
recognized recidivism database. The Commission also anticipates undertaking sev-
eral research and data analysis projects of interest to the criminal justice commu-
nity. Full funding of its fiscal year 2008 request will allow the Commission to pur-
sue its commitments to providing the criminal justice community with the most
comprehensive and thorough reports on federal sentencing practices.

TRAINING AND OUTREACH

The Commission is dedicated to providing specialized guideline training and tech-
nical assistance to federal judges, probation officers, law clerks, staff attorneys,
prosecutors, and defense attorneys by providing educational programs throughout
the year. The Commission continues to expand its training and outreach programs
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to ensure the criminal justice community has the tools necessary to operate in a
post-Booker sentencing world. Throughout the remainder of fiscal year 2007, the
Commission anticipates holding training programs in all 12 circuits and a majority
of the judicial districts. The Commission will co-host an annual training program
for several hundred participants in May 2007 in Salt Lake City, Utah, and in May
2008 in Florida. Full funding of its fiscal year 2008 request will allow the Commis-
sion to continue its expanded training program in all 12 circuits and its attendance
at numerous academic and judicial programs and symposia on federal sentencing.

SUMMARY

The Commission is uniquely positioned to assist all three branches of government
in ensuring sound and just federal sentencing policy. An independent agency housed
in the Judicial branch, the Commission is an expert bipartisan body of federal
judges, individuals with varied experience in the federal criminal justice system,
and ex-officio representatives of the Executive Branch whose work on sentencing
policy must be reviewed by Congress. In short, the Commission is at the crossroads
of 1where the three branches of government intersect to determine federal sentencing
policy.

The Commission has worked hard and performed well with the resources avail-
able, and it appreciates the funding it has received from Congress to meet its in-
creasing needs. Full funding of the Commission’s fiscal year 2008 request will en-
sure that the Commission continues to fulfill its statutory missions to develop ap-
propriate guideline penalties, collect, analyze, and report federal sentencing statis-
tics and trends, conduct research on sentencing issues, and provide training to the
federal criminal justice community. The Commission respectfully requests that Con-

ress support fully the Commission’s fiscal year 2008 appropriation request of
%15,477 ,000 so that it can continue its role as a leader in federal sentencing policy.

Senator DURBIN. Mr. Duff.

STATEMENT OF JAMES C. DUFF, DIRECTOR, ADMINISTRATIVE OFFICE
OF THE U.S. COURTS

Mr. DUFF. Good afternoon, Chairman Durbin and Senator Allard.
I'm very pleased to present the budget request for the Administra-
tive Office of the U.S. Courts today.

FISCAL YEAR 2007 FUNDING

I'd like to join Judge Gibbons in thanking you for the additional
funding for 2007 that you gave to the judiciary above a hard freeze.
We certainly appreciate the priority shown to the judiciary.

This funding will support current onboard staffing levels and
base operating requirements, and also allow some staffing in-
creases in courts where workload is heavily impacted by immigra-
tion and other law enforcement initiatives.

Although I have appeared at several budget hearings before,
when I was administrative assistant to Chief Justice Rehnquist,
this is the first time I've been permitted to speak at one of these
hearings, and I hope you don’t conclude that there was a good rea-
son for that.

I'm honored to be here on behalf of the Administrative Office of
the U.S. Courts and the court system. I did work closely with this
subcommittee’s predecessor, the Commerce, Justice, State, Judici-
ary Subcommittee, and I look forward to working with you in the
newly formed Financial Services and General Government Sub-
committee.

ROLE OF THE ADMINISTRATIVE OFFICE

This past July, Chief Justice Roberts appointed me to be the sev-
enth Director of the Administrative Office of the U.S. Courts. The
AO was created by Congress in 1939, and its mission is to assist
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Federal courts in fulfilling the mission to provide equal justice
under the law.

The AO is a unique entity in the Federal Government. It’s not
the sole headquarters for the courts. The Federal courts are, to
some degree, decentralized. But the AO does provide administra-
tive, legal, financial management, program, security, information
technology, and other support services, to all Federal courts. It also
provides support and staff counsel to the Judicial Conference of the
United States and its 25 committees. And it helps implement Judi-
cial Conference policies, as well as applicable Federal statutes and
regulations.

The AO has matured over the years to meet the changing needs
of the judicial branch, but service to the courts has been, and re-
mains, our basic mission at the AO.

This year being a transition year at the AQO, it’s a natural time
to ensure that the structure and services provided by the Adminis-
trative Office are cost effective and that they address the needs of
the courts. But even if this period of transition were not a conven-
ient time to take a look at our services and our structure, it’s likely
that budget constraints would have required us to do so.

I am assembling a small advisory group of judges and leaders
from court personnel and within the AO to assist me in an internal
review of the Administrative Office of the Courts to ensure that we
are structured properly and efficiently to meet the needs of the
courts and to determine if any internal adjustments are needed to
become more efficient.

COST CONTAINMENT

Cost containment within the AO is also an important priority.
And when I came onboard last July, one of the things we did was
to put in place a hiring freeze within the AO which continues. We
have not sought to replace vacancies from outside the organization.
We've tried to backfill within the organization, and, I think, have
obtained substantial savings as a result of that effort. There have
been exceptions to it, but they are the exception and not the rule.

RELATIONSHIP WITH GENERAL SERVICES ADMINISTRATION

On another front—Senator Allard, you referred to this—I think
it’s fair to say that relations between the courts and the GSA have
been strained over the past few years. I'm very pleased to report
some progress with GSA. We've had a number of meetings and dis-
cussions with the new Administrator at GSA. We are getting to the
bottom of these rent overcharges that have occurred. What I'm
most pleased about is that the nature of the dialogue and the tone
of the dialogue have improved. We're sitting across the table from
each other and working through some of these problems. We've ex-
posed a number of the rent overcharges and have been given credit
for them. The total amount of these is over $50 million.

Another thing we’re doing with GSA is trying to devise a new
formula for going forward on our rent. The current basis for deter-
mining rent is based on a fair market value, and there’s been a lot
of room for play in that. And that’s where we have identified some
of these overcharges.
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We're working with them on a new formula for making rent cal-
culations, going forward, more attuned to a return-on-investment
formula, which gives us some predictability, which is great for us,
with regard to planning—budget planning, and, as I say, takes
some of the play out of the rent calculations that have been trou-
blesome to us.

The goal, frankly, is to come to you in the future with a solution
to these problems, rather than to put into your lap a significant
problem that requires your intervention for a solution. We're very
grateful, however, having said that, for your intervention and the
pressure you've helped bring to bear on a very significant problem
within the judiciary. It’s been extremely helpful and we appreciate
it, Senator Allard.

FISCAL YEAR 2008 REQUEST

My written testimony, which I ask be included in the hearing
record, provides several examples of the wide array of services and
support that the AO provides to the Federal judiciary. I'm going to
limit the remainder of my remarks this afternoon to the specific
budget request, the fiscal year 2008 budget request for the AO.

The fiscal year 2008 appropriations request for the Administra-
tive Office of the U.S. Courts is $78,536,000. This is an increase of
$6.2 million over the 2007 enacted level. And, while the increase
we’re seeking may appear to be significant, it actually represents
a no-growth current-services budget. Mr. Chairman, the AO’s ap-
gr(apriation comprises less than 2 percent of the judiciary’s total

udget.

In addition to the appropriation provided by this subcommittee,
the AO receives nonappropriated funds from fee collections and car-
ryover balances, as well as reimbursements from other judiciary ac-
counts for information technology development and support serv-
ices that are in direct support of the courts, and the court security
and defender services programs. The principal reason for the in-
crease in appropriated funds requested for the AO is to replace
nonappropriated funds that were used to finance the fiscal year
2007 financial plan, but which are expected to decline in fiscal year
2008. And mostly, there, we’'re talking about reductions in bank-
ruptey filings. The filing fees from bankruptcy filings funded sig-
nificantly our nonappropriated funds in the past. And, because of
the anticipated drop off in those nonappropriated funds, we are
seeking more in the way of appropriated funds.

I would emphasize that we are requesting no program increases
in our budget request. I would also emphasize that of course we're
going to keep you apprised and work closely with your staff if our
projections of fee collections and carryover estimates change. If we
experience and obtain additional fee collections from those which
we’ve projected, we’ll certainly inform you right away of that fact,
so adjustments to the AO’s budget request can be made accord-

ingly.
PREPARED STATEMENT
Chairman Durbin and members of the subcommittee, I recognize

that fiscal year 2008 will be another difficult year for you and your
colleagues as you struggle to meet the funding needs of agencies
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and programs that are under your review. I pledge to you that we
will work very closely with you, and we treat, as seriously as you
do, cost-containment efforts and initiatives. And we look forward to
working with you and your staff.

Thank you very much.

[The statement follows:]

PREPARED STATEMENT OF JAMES C. DUFF
INTRODUCTION

Chairman Durbin, Senator Brownback, and members of the subcommittee, I am
pleased to appear before you this afternoon to present the fiscal year 2008 budget
request for the Administrative Office of the United States Courts (AO) and to sup-
port the overall request for the entire Judicial Branch.

Before I begin, I would like to join Judge Gibbons in thanking you and your com-
mittee for the support you provided the Judiciary in H.J. Res. 20, the final 2007
Continuing Resolution. We deeply appreciate the additional funding above a hard
freeze provided the Judiciary. It will support current on-board staffing levels and
base operating requirements, and allow some staffing increases in courts whose
workload has been heavily impacted by immigration and other law enforcement ini-
tiatives.

While this is my first official appearance before Congress, from 1996 to 2000 I
served Chief Justice Rehnquist as his administrative assistant and chief of staff and
supported Justices Souter and Kennedy in their appearances before then-Chairman
Gregg and the Commerce, Justice, State, and the Judiciary Appropriations Sub-
committee. I look forward to working with you under the newly formed Financial
Services and General Government Appropriations Subcommittee, to answer any
questions you might have, and to represent as clearly as I can the important needs
of the Federal Judiciary.

ROLE OF THE ADMINISTRATIVE OFFICE

In July 2006, I accepted the appointment of Chief Justice Roberts to become the
7th Director of the Administrative Office of the U.S. Courts. Created by Congress
in 1939 to assist the Federal courts in fulfilling their mission to provide equal jus-
tice under law, the AO is a unique entity in government. Neither the Executive
Branch nor the Legislative Branch has any one comparable organization that pro-
vides the broad range of services and functions that the AO does for the Judicial
Branch.

Unlike most Executive Branch agencies in Washington, the AO is not the sole
headquarters for the courts. The Federal court system is decentralized, although the
AO provides administrative, legal, financial, management, program, security, infor-
mation technology and other support services to all Federal courts. It provides sup-
port and staff counsel to the Judicial Conference of the United States and its 25
committees, and it helps implement Judicial Conference policies as well as applica-
ble Federal statutes and regulations. The AO also coordinates Judiciary-wide efforts
to improve communications, information technology, program leadership, and ad-
ministration of the courts. Our administrators, accountants, systems engineers, ana-
lysts, architects, lawyers, statisticians, and other staff provide professional services
to meet the needs of judges and staff working in the Federal courts nationwide. The
AO staff also responds to congressional inquiries, provides information on pending
legislation, and prepares congressionally mandated reports.

The AO has evolved and matured over the years to meet the changing needs of
the judicial branch. Service to the courts, however, has been and remains our basic
mission. As its new director, I want to ensure that the structure and services pro-
vided by the AO are appropriate and cost-effective and that they address the needs
of the courts. I am assembling a small advisory group of judges and leaders from
court personnel to assist me and our new deputy director—dJill Sayenga—in a review
of our structure. Ms. Sayenga brings with her 18 years of experience in the Federal
court system and will be a great asset to the AO. We are currently engaged in an
examination of our core mission as defined by statutes and directives from the Judi-
cial Conference to determine if internal adjustments are needed within the AO to
improve efficiency and responsiveness to the courts.
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WORKING WITH OUR EXECUTIVE BRANCH PARTNERS

Relations between the General Services Administration (GSA) and the AO in re-
cent years have been strained. During the past 8 months I have served as director,
I have met many times with Ms. Lurita Doan, the new GSA administrator, and the
new commissioner of the Public Buildings Service, David Winstead, to work on solu-
tions to the issues confronting our organizations and identify our mutual goals and
responsibilities. I am pleased to report significant progress in the relationship be-
tween the AO and GSA. We are working together on our extensive nationwide effort
to validate GSA space assignment and classification records, and to reconcile them
with actual rent bills. In addition, we are currently working on significant changes
in how GSA determines or calculates courthouse rents. We both recognize the im-
portant responsibility our agencies have in being good stewards of limited federal
funds. Our negotiations reflect the partnership that is being forged and my firm be-
lief that developing cooperative relationships and maintaining open lines of commu-
nication with our Executive Branch partners is crucial to our ability to solve prob-
lems as they arise. It is our mutual goal to present solutions to Congress to the
issues facing us, and not delivering problems to you.

Judicial Security

Another important Executive Branch partnership we have is with the United
States Marshals Service (USMS). By statute, and under a Memorandum of Agree-
ment with the Attorney General, the Congress appropriates funds to the Judiciary
to provide security inside Federal courthouses, and these funds are administered by
the USMS for the Judiciary through its judicial security program. A close working
relationship between the AO and the USMS is essential to ensure the protection of
the judicial process, including litigants, judges, and the public. In addition, it is crit-
ical that the administration support, and Congress provide, the resources necessary
for the USMS to fulfill adequately its statutory mission.

John Clark, a career U.S. Marshal, and relatively new director of the USMS, has
been very accessible to the AO and we are building a stronger working relationship
with the USMS. Director Clark has attended each of the meetings of the Judicial
Conference’s Judicial Security Committee since it was created in January 2006 and
has encouraged his senior staff to meet regularly with AO staff to discuss issues
and implement policies regarding judicial security. This improved relationship with
the USMS will enhance the security of the Judiciary.

Following the murders of two members of U.S. District Court Judge Joan Lefkow’s
family in their Chicago home, the Administrative Office worked with Director Clark
and the Appropriations Committees—especially you Chairman Durbin—to obtain
supplemental funding for the USMS to enhance the off-site security of Federal
judges. Part of the supplemental funding was used by the USMS to establish a
home-intrusion detection systems program for all Federal judges. The AO and the
USMS worked together to develop a program to provide home alarm systems to Fed-
eral judges who wanted one. To date, nearly 1,600 systems have been installed or
are scheduled for installation in judges( homes by a USMS national security vendor.

THE ADMINISTRATIVE OFFICE—IN SERVICE AND SUPPORT

Each day, as judges and court employees across the country work to provide citi-
zens with due consideration and equal justice under the law, the Administrative Of-
fice supports that commitment by designing and carrying out programs and initia-
tives in a manner that reflects good stewardship of public funds. From the imple-
mentation of cost-containment initiatives to carrying out congressional mandates,
AO staff collaborate with the courts to design and implement smart business prac-
tices. I would like to highlight just a few.

Judiciary Internal Oversight and Review

The Administrative Office plays a vital role in the Judiciary’s system of oversight
and review to promote the stewardship of resources, effective program management,
and the integrity of operations within the Third Branch. The AO has been con-
ducting financial audits since Congress first authorized this function in 1975.

The AQ’s comprehensive audit program complies with generally accepted govern-
ment audit standards. In 2006, the AO conducted 105 financial and administrative
audits of Judiciary funds, financial activities, operations and systems. Financial au-
dits covering all court units are conducted by an independent certified public ac-
counting firm under contract with and the direction of the Office of Audit on a 4-
year cycle for most courts, and on a 2% year cycle for larger courts. Other audits
cover funds such as the Court Registry Investment System, Judiciary Retirement
Trust Funds, Chapter 7 trustees, Criminal Justice Act (CJA) grantees, contracts and
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financial systems, and special audits such as when there is a change of court unit
executive.

In addition, on-site programmatic reviews are conducted in the courts. These spe-
cific reviews may focus on things such as program operations and management,
human resources management, procurement, information technology operations, se-
curity, continuity of operations planning and disaster preparedness, as well as jury
management and court reporting in district courts. During fiscal year 2006, on-site
reviews covering program and technical operations were conducted in three appel-
late courts, seven district courts, four bankruptcy courts, 14 Federal defender orga-
nizations, and 12 probation and pretrial services offices.

The AO provides investigatory services for addressing allegations of waste, fraud,
or abuse. This program was approved by the Judicial Conference in 1988, and the
Judicial Conference’s Committee on the AO oversees the AO’s performance of this
function. In addition, the AO has a liaison with the Department of Justice’s Crimi-
nal Division, the Government Accountability Office’s FraudNet operation, and oth-
ers for the referral and appropriate resolution of allegations of impropriety.

Ethics Compliance

The Judiciary also has mechanisms in place to address allegations of judicial mis-
conduct or disability. Like Congress, the Judiciary addresses conduct and ethical
matters with self-regulating policies and through committees of Federal judges. Ac-
countability is a core value of the Judiciary, and the Judiciary’s self-imposed stand-
ards of conduct are stringent.

Last September, the Judicial Conference adopted two policies to aid judges in
complying with established ethical obligations. The first requires all Federal courts
to use conflict-checking software to assist judges in identifying cases in which they
could have a financial conflict of interest and should therefore recuse themselves.
While automated screening is not foolproof, it is an efficient and effective supple-
ment to a judicial officer’s individualized review. The second outlines new disclosure
requirements for those who provide privately-funded educational programs for
judges and the judges who attend such programs. The policy requires seminar spon-
sors to disclose sources of funding, topics, and names of speakers. Judges are barred
from accepting reimbursements unless the program providers have made the re-
quired disclosures. Judges must report their attendance within 30 days after the
program. Disclosures already are available on the Internet. The Administrative Of-
fice is actively engaged in the implementation of these policies. Working closely with
the relevant Judicial Conference committees, AO staff drafted guidelines, developed
training programs, and created automated reporting systems to support these new
Conference policy initiatives.

Remote Access for Officers Working in the Community

Through its Office of Probation and Pretrial Services, the AO continues to provide
probation and pretrial services officers with various wireless technologies to enhance
their productivity while in the community interacting with defendants and offend-
ers. Officers now have all critical information about persons under their supervision
at their fingertips via “smart phones” and wireless hand-held devices and laptops.
Not only do officers working in the community have access to all of the information
that is available in their offices, they also are able to transmit information from re-
mote locations back to the office. These technologies save travel time and expenses
and make it possible for officers to spend more time in the community supervising
offenders. Using remote technology was imperative to our success in tracking offend-
ers in the aftermath of the Gulf Coast hurricanes.

Case Budgeting

Recently issued Judiciary guidelines encourage courts to utilize case budgeting for
high-cost Criminal Justice Act (CJA) panel attorney representations. These high-
cost representations total less than 3 percent of the caseload but account for about
one-third of the panel attorney expenses. To assist in this effort the Second, Sixth,
and Ninth circuits were selected to participate in a pilot project and each will re-
ceive one position to support the case-budgeting process in courts within these cir-
cuits for up to 3 years. The AO has contracted with two expert litigators who have
substantial case-budgeting experience to assist judges in assessing whether Crimi-
nal Justice Act case budget estimates are reasonable. The Defender Services appro-
priation is one of the fastest growing accounts within the Judiciary and we are
hopeful that case budgeting will be helpful in controlling expenditures in high-cost—
usually capital case-representations.
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Report on the Impact of the Supreme Court Booker Case on the Judiciary’s Workload

The Supreme Court, in Blakely v. Washington, 542 U.S. 296 (2004) (Blakely), in-
validated a sentence imposed by a State court under the State’s sentencing guide-
lines system. In doing so, it raised questions about the constitutionality of the Fed-
eral sentencing guidelines system. The Supreme Court decision in United States v.
Booker 543 U.S. 220 (2005) (Booker), issued a year later, rendered the Federal sen-
tencing guidelines advisory in nature, rather than mandatory.

In a June 2006 report requested by the House and Senate Appropriations Com-
mittees, the AO documented that the Supreme Court decisions in Blakely and Book-
er, had significantly impacted the workload of the Federal courts, as thousands of
convicted defendants filed appeals or habeas corpus petitions contesting the legality
of their sentences and thousands of cases already on appeal were remanded back
to the trial courts for resentencing. This detailed analysis of the impact the Blakely/
Booker decisions have had on the workload of the appeals and district courts, Fed-
eral defenders, and probation officers has been extremely helpful in determining re-
source needs and the allocation of appropriated funds.

Increased Productivity Through Information Technology Systems

Another key AO responsibility is to lead and manage the development, implemen-
tation, and support of new information technology systems that will enhance the
management and processing of information and the performance of court business
functions. By the end of 2006, the Federal courts’ Case Management Electronic Case
Files (CM/ECF) system was operating in all bankruptcy courts, and 92 of 94 district
courts, as well as the Federal Court of Claims and the U.S. Court of International
Trade. The appellate courts’ new case management system is scheduled to be fully
deployed in nearly all regional courts of appeals by the end of this year.

The prototype system for what is now CM/ECF was launched in 1995 when a
team from the AO helped the U.S. District Court in the Northern District of Ohio
manage more than 5,000 document-intensive maritime asbestos cases. That court
faced up to 10,000 new pleadings a week—a workload that quickly became unman-
ageable. Together, the team developed a system that allowed attorneys to file and
retrieve documents and receive official notices electronically. A year later, the Bank-
ruptcy Court in the Southern District of New York began live operations with a
similar system that the AO had tailored for bankruptcy court needs. That court
faced some of the early mega-bankruptcies, and was inundated with paper. Those
early prototype efforts led to the system that now provides information on 28 million
Federal court cases and serves hundreds of thousands of attorneys and litigants na-
tionwide. Through the Judiciary’s Public Access to Court Electronic Records
(PACER) program most, if not all, appellate, district, and bankruptcy courts’
websites contained the material now required by the E-Government Act of 2002 long
before its enactment.

The implementation of CM/ECF is the largest system development and implemen-
tation effort ever undertaken in the Judiciary and is clearly one of our greatest suc-
cess stories. More than 415,000 attorneys have registered and been trained in CM/
ECF and on average, nearly 200,000 docket entries are made each workday. How-
ever, during one extraordinary period—the first weeks of October 2005—that vol-
ume more than doubled. And through the PACER system, CM/ECF answers more
than 1,000,000 queries per workday. The system provides lawyers, the media, and
any interested party with access to important case documents from anywhere, at
any time, and replaces what had previously been a burdensome, labor- and paper-
intensive responsibility. Attorneys have praised the systems, noting that they are
easy to use, reduce their service and copying expenses, and provide quick notice of
actions. It is clear that a robust information technology program makes the Federal
Judiciary more accessible and efficient.

Veterans’ Court of Appeals

Recognizing the success of the Judiciary’s Case Management/Electronic Case Fil-
ing System and looking for the cost efficiency of adapting our new appeals court sys-
tem to one that could serve their needs, the U.S. Court of Appeals for Veterans
Claims approached the AO for assistance. After ensuring that our system could be
adapted for their use without compromising our own security, and with the approval
of the Judicial Conference, the AO entered into a Memorandum of Understanding
to train and support the court in its examination and implementation of the prod-
uct. The Military Construction Appropriations Subcommittees and the Veterans Af-
fairs Committees in the House and Senate were very supportive of this agreement
and the savings this partnership can bring to the Federal Government.
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IT Cost Containment Initiatives

During 2006, the AO also continued its efforts to assist the Judicial Conference
Committees in developing and implementing cost containment strategies that will
hold down costs while maintaining the quality of judicial services. Our efforts in the
area of Information Technology are one example where we have been focusing on
ways to leverage limited funds to deliver useful technologies while reducing oper-
ating costs.

The Information Technology Committee was asked by the Executive Committee
of the Judicial Conference to examine how we deploy computer servers for running
and backing up national applications—such as our accounting, probation case man-
agement, electronic case filing, e-mail, and jury management systems. Our model
had been to put servers in each court headquarters for each of those national appli-
cations. From a technical standpoint, such a server deployment model was not al-
ways necessary.

So, under the direction of the IT Committee, the AO undertook a comprehensive
study—working together with many program offices, a group of court unit execu-
tives, IT professionals and a judge—to determine how best to consolidate and share
the thousands of servers deployed throughout our court system. The AO is now in
the process of implementing some of their recommendations.

In the probation/pretrial services area, we are in the process of consolidating 95
servers into two locations, which is projected to save $2 to $3 million over 4 years
in equipment, staff support, and maintenance costs. In jury management, the work-
ing group recommended eliminating separate servers for each court by consolidating
jury management onto the courts’ CM/ECF servers. This is projected to save about
$4 million over 5 years. We have also saved significant dollars in the courts by ob-
taining enterprise-wide licenses for such software as Adobe Acrobat Professional, in-
stead of each court purchasing its own.

ADMINISTRATIVE OFFICE COST CONTAINMENT

Cost containment is also an important priority within the Administrative Office.
When I became director in July, in an effort to control staffing costs, I restricted
recruitment actions for filling vacant positions to internal AO sources. Any excep-
tions for external recruitment are scrutinized carefully by an executive review com-
mittee and require my approval. And, as part of the larger comprehensive review
of the AO now ongoing, we will also be looking at AO spending, staffing, and oper-
ations to ensure that the agency is carrying out the business of the Judiciary in the
most efficient and effective manner.

In addition to tight staffing restrictions, during 2006 the AO implemented a num-
ber of other internal cost-containment initiatives such as: Shifting many publica-
tions to electronic format whenever possible; reducing library materials in favor of
electronic resources; and replacing desktop automation equipment based on neces-
sity rather than on a cyclical basis.

ADMINISTRATIVE OFFICE BUDGET REQUEST

The fiscal year 2008 appropriations request for the Administrative Office of the
U.S. Courts is $78,536,000, representing an increase of $6,159,000, or 8.5 percent,
over fiscal year 2007 available appropriations. While the percentage increase in ap-
propriations we are seeking may appear significant, overall it represents a no-
growth, current services budget request.

The AO’s appropriation comprises less than 2 percent of the Judiciary’s total
budget. In addition to the appropriation provided by this committee, the AO receives
non-appropriated funds from sources such as fee collections and carryover balances
to offset appropriation requirements. The AO also receives reimbursements from
other Judiciary accounts for information technology development and support serv-
ices that are in direct support of the courts, the court security programs, and de-
fender services.

The principal reason for the large increase in appropriated funds requested for the
AO in fiscal year 2008 is to replace non-appropriated funds (fee/carryover) that were
used to finance the fiscal year 2007 financial plan, but which are expected to decline
in fiscal year 2008 mostly because of reductions in bankruptcy filings. Specifically,
the AO requires $6.2 million in base adjustments to maintain current services. This
includes inflationary adjustments and increased costs for recurring requirements,
such as communications, service agreements, and supplies. The AO requests no pro-
gram increases, and during fiscal year 2007, I expect our hiring freeze will result
in the reduction of 10 FTE’s below fiscal year 2006 staffing. We will keep you ap-
prised of actual fee collections and carryover estimates as the year progresses. If col-
lections surpass our estimates, the amount we are requesting could be reduced.
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However, if declining fee and carryover projections materialize, and they are not re-
placed with direct appropriated funds, we will be forced to reduce current on-board
staffing. These staffing losses would come on top of the 10 FTE’s reduced in the hir-
ing freeze this year. This would, in turn, adversely affect our ability to carry out
the AO’s statutory responsibilities and serve the courts.

CONCLUSION

Chairman Durbin, Senator Brownback, members of the subcommittee, in the in-
terest of time, I have shared with you only a few examples of the wide array of serv-
ices and support the Administrative Office provides the Federal Judiciary, but I
hope you will understand more about the function and responsibilities of our agency
during the coming months. In addition to our service to the courts, the AO works
closely with the Congress, in particular, the Appropriations Committee and its staff,
to provide accurate and responsive information about the Federal Judiciary. I recog-
nize that fiscal year 2008 will be another difficult year for you and your colleagues
as you struggle to meet the funding needs of the agencies and programs under your
purview. I urge you, however, to consider the significant role the AO plays in sup-
porting the courts and the mission of the Judiciary. Our budget request is one that
does not seek new resources for additional staff or programs. I hope you will support
it.

Thank you again for the opportunity to be here today.

I would be pleased to answer your questions.

Senator DURBIN. Mr. Duff, thank you very much. And, Judge
Gibbons, thank you for joining us.

I've got a host of topics here, and I'll have 5 minutes, so I'll start
with them, and then Senator Allard will have an opportunity, and
then I'll come back.

FEDERAL PROTECTIVE SERVICE SECURITY

The first thing I want to talk about is the Federal Protective
Service. I really didn’t know this was the situation until I prepared
for this hearing. We kind of joke, around Washington, about the
fact that, when it comes to food safety, we have an agency respon-
sible for cheese pizza and another agency responsible for pepperoni
pizza. And I'm not kidding. But this comes as a surprise to me,
that the perimeter of your buildings is under the jurisdiction of the
Federal Protective Service, an agency within the Department of
Homeland Security. The Federal Protective Service money comes
through the appropriation to the Department of Homeland Secu-
rity, and, of course, the U.S. Marshals Service through your appro-
priation directly to them. And that is kind of curious, in and of
itself. And then I read that the Federal Protective Service has had
a series of problems and difficulties here. This doesn’t appear to be
a new problem; this appears to be a recurring problem. Would you
like to comment on just how bad this is?

Judge GIBBONS. Well, obviously it’s of sufficient concern to us
that it was included in my written testimony. The language we
used is straightforward. It’s important enough that the Judicial
Conference felt compelled to take a position on it and to seek a
change in our situation with respect to responsibility for our exte-
rior perimeter security. So, it is an important issue to us.

Obviously, we all have much more heightened awareness today
than we did a number of years ago of the need for such security,
and we are reluctant to let these things go once we find out about
them and realize that we are not having difficulties that are of an
isolated nature.

Senator DURBIN. I take this very seriously. We had a situation
in Chicago, a few years back, involving a judge whom I appointed
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to the bench, a tragedy that befell her family because of lack of se-
curity.

Judge GIBBONS. Of course, that touched all of us very much.

Senator DURBIN. And I've really tried to work with Senator
Obama to not only address our situation in Illinois, but nationally,
as well.

Here’s what I'd like to propose. I'm going to ask that the Federal
Protective Service, or if it’s the Department of Homeland Security,
whatever, that some representative of that agency meet with me,
as well as with the U.S. Marshals Service, and Mr. Duff, if you're
available——

Mr. DUFF. Yes, sir.

Senator DURBIN [continuing]. I'm going to invite Senator Byrd,
who is chair of that Subcommittee on Homeland Security, and the
ranking members of this committee and that, as well, to come to
my office and have a conversation about the situation. I am in-
clined, at this point, to try to devise a way to transfer the money
out of the Federal Protective Service into the Marshals Service and
be done with it, but I want to hear their side of the story and see
if there is something which can be done or something in transition
which makes sense.

SECURITY OF JUDGES

If T could ask one other question on security, one of the things
we’ve tried to do is make the homes of the members of the judiciary
safer as a result of our continued concerns. Can either of you com-
ment on whether or not that effort has shown any results?

Judge GIBBONS. Over 1,400 security systems have been installed
in judges’ homes and there are 200 security systems left to be in-
stalled. Money is available to continue to monitor those systems
and to install systems for new judges who are appointed. The re-
mainder of the judges, either for one reason or another, did not
want systems, or many of them, doubtless, had previously pur-
chased their own.

Senator DURBIN. There was also a concern about financial disclo-
sure statements.

Mr. DUFF. Yes.

Senator DURBIN. About information that judges were required to
disclose which may compromise their safety.

Mr. DUFF. Yes, sir.

Senator DURBIN. And we have been in the midst of that battle.
And I don’t think it’s been resolved in Congress, as it should have
been, as of today. Could you comment on that?

Mr. DUFF. Yes, Mr. Chairman. And first let me thank you per-
sonally for your leadership on these security issues. It’s very much
appreciated, and we’re grateful for the support you've given.

On the financial disclosure redaction authority, the authority to
redact information on financial disclosure reports had a life cycle,
if you will, and it expired. And so, we need an extension of that
authority from Congress, which, frankly, we had hoped would have
been done in the last Congress, but did not get completed. And so,
we’re working very hard with both the Senate and the House
to
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Senator DURBIN. I promise you, we’ll return to that. That’s some-
thing that should have been done, there shouldn’t have been a
question.

Senator Allard.

Senator ALLARD. Thank you, Mr. Chairman.

We had—I want to follow up on your security question a little
bit. A USA Today article—and it’s a recent article—reported about
a U.S. Marshals Service official who allegedly misspent $4.3 mil-
lion meant for courthouse security and witness protection, to pay
for fitness centers and firing ranges at Federal buildings. My ques-
tion is, were these funds that had been appropriated to the judici-
ary through the court security appropriation and transferred to the
Marshals Service?

Judge GIBBONS. Our information is that they were not funds ap-
propriated to the judiciary.

Senator ALLARD. I see.

Judge GIBBONS. The funding in question was appropriated di-
rectly to the Department of Justice.

FEDERAL PROTECTIVE SERVICE SECURITY

Senator ALLARD Okay. And, on the FPS issue, the chairman sug-
gested moving those duties over to the Marshals Service. I hope
that you would also look at the possibility of privatizing this. Pri-
vate security firms already guard a vast majority of Federal build-
ings and—to improve efficiency without sacrificing security—and
I'd like to hear some of your thoughts on privatizing security of the
Federal courthouses.

Judge GIBBONS. Well, statutorily, the Marshals Service, has re-
sponsibility for the security at Federal courthouses. They do con-
tract, to a limited extent, for the services of court security officers.
And I don’t know what firm is currently being used, but there is
a private firm being used.

The court security officers perform functions where it’s deemed
appropriate for a lesser degree of security. Many of them are re-
tired law enforcement. They man the equipment at the doors of the
Federal buildings. They patrol the interior hallways. They provide
in-courtroom security when the case is considered low security
enough not to require the services of a marshal. The marshals do
continue to handle all of the transporting of prisoners and defend-
ants being held in custody. The Marshals Service also contracts for
the housing of the prisoners, in some cases, in private facilities.

Senator ALLARD. But, no matter what—I mean, if we were to
change the agency or decide to do more privatization, there’s going
to be—have to require a change in the law, is that it?

Judge GIBBONS. Well, I think—you know, [——

Senator ALLARD. Potentially. We just have to look at that. You
can put it that way.

Judge GIBBONS. We'd have to look at it. I think so, but I did not
look at the statute in preparation for this hearing.

Senator ALLARD. Okay. Well, we might have a little different per-
spective on that. But at least I think we need to look at all options
on that.

[The information follows:]
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The Administrative Office of the U.S. Courts believes that a statutory change
would be the best course of action in order for the U.S. Marshals Service to assume
security functions at court facilities that are currently being performed by the Fed-
eral Protective Service.

WORKING WITH THE GENERAL SERVICES ADMINISTRATION

Senator ALLARD. Also, in your testimony, I was pleased to hear
that you're working together with the GSA. And there’s some ques-
tions. Has this affected judges to the point where there’s—you had
to cut staff and resources with this issue because they were taking
so much for rent?

Judge GIBBONS. From time to time we have had real concerns
about maintaining staff to pay the rent. And at times we have had
to cut staff because we did have to pay the rent and other must
pay expenses. That particularly happened to us in fiscal year 2004,
largely as a result of an across-the-board cut. Since that time, we
have worked really hard on containing our rent costs, and we have
a lot going on in that area. We are very hopeful that we will not
have to compromise staffing again to pay the rent.

Senator ALLARD. And a follow-up, there’s—I assume it’s had
some impact on whether you construct new Federal courthouses.

Judge GIBBONS. Well, yes. The Judicial Conference adopted a cap
on rent of an average of 4.9 percent increase per year, and the ef-
fect that that has on the building of Federal courthouses is that we
now must take into account the fact that we’re going to have to pay
rent for these facilities in the future. So, that is a much greater
part of our planning process than it was previously.

Senator ALLARD. So, how’s your dollars going to go further? I
mean, some agencies saying that it’s better to rent, contract out,
some say it’s better to just go build your own facility. So, from what
point of view are you looking at this, or are you looking at sort of
a mixed view?

Judge GIBBONS. I think a mixed view. Jim may want to address
that further.

Mr. DUFF. It is a mixed view. But I would emphasize—re-empha-
size that the judiciary is taking very seriously cost containment
and projections of rent, going forward. And imposing these rent
caps on ourselves internally, on our own, is, we hope, a demonstra-
tion of our good-faith efforts to hold down, as best we can, our rent
costs. And that does have an impact on courthouse construction. It
keeps us on a reasonable pace for rent increases.

I, frankly, had a hard time understanding the whole concept of
rent when I became Director of the AO. It just seemed very odd to
me that we would be paying rent for our own buildings. But I think
that is—it’s a reality that we work with GSA on. And we have a
long way to go with GSA, but, as I said earlier, I'm very pleased
with the tone of the dialogue, and we’re going to work hard to-
gether to try to come up with solutions to these problems, rather
than throwing the problems in your lap.

Senator ALLARD. That’s good news.

Thank you, Mr. Chairman.

Senator DURBIN. Thank you, Senator.
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PANEL ATTORNEY RATE INCREASE

Let me address this issue about the pay increases for panel attor-
neys. The recommendation, as I understand it, for noncapital cases,
is to increase the rate to $113 per hour for the next fiscal year. And
I've read a little bit here in your testimony, and a little bit of his-
tory here, that indicates that part of this has to do with the fact
that—we’re familiar with this, as Members of Congress—part of it
has to do with the fact that there were years where there were no
increases; and so, there was no effort for—or there was, in effect,
no cost-of-living adjustment for the rate that was paid. And now,
the suggested increase would move, I think, from $94 to $113,
which, by my quick calculations in my head, is somewhere a little
over 20 percent increase.

First, let me ask you about these attorneys, these panel attor-
neys in noncapital cases. What kind of requirements are there for
these attorneys to serve on those panels?

Judge GIBBONS. Well, districts set their own requirements, but
generally the requirements are geared to making sure that attor-
neys who are members of the panel are competent to represent de-
fendants in the sort of cases we have in Federal court. So, for ex-
ample, a court might decide not to put a brand-new attorney on the
panel until the attorney has gained some experience, perhaps being
mentored by another attorney, or if an attorney fails to perform
well, is not conscientious about representing the client, then the
court might not want to appoint that attorney anymore. So, there’s
no standardized set of qualifications, but courts do take steps to
make sure these are people who have the skills and experience to
effectively represent defendants in Federal court.

Senator DURBIN. And one of the things that you refer to in your
testimony is a statistical survey of attorneys. And can you tell me
what your conclusions were from that survey?

Judge GIBBONS. Well, the surveys showed us that over 50 per-
cent of judges thought that their courts were having difficulties in
recruiting attorneys at the then-hourly rate of $90. Thirty-eight
percent of the attorneys surveyed said they had declined a case be-
cause of the low rate of compensation; 70 percent of the attorneys
said an increase would be required for them to accept more cases;
and then, most importantly, we learned that, after overhead deduc-
tions, the attorneys are actually making about $26 an hour. These
same attorneys, if billing to a private-paying client, would be
charging an average of $212 an hour. This was in early 2005, when
the surveys were done. And so, then, after deduction of overhead,
the effective rate for the attorney would be $148 an hour. Those
are the primary results of the survey. I've been told by the helpful
staff behind me that panel attorneys, on average, have at least 5
years experience.

Senator DURBIN. Now, let me ask you about the universe of those
who were surveyed. Are they those who had previously served on
panels?

Judge GIBBONS. Yes, they were serving on the panel at the time
the survey was done.

Senator DURBIN. And do you know how this $113-an-hour rate
was arrived at?
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Judge GIBBONS. Well, yes.

It’s one of those judgment calls. We believe

Senator DURBIN. Since you're a judge, that makes sense.

Judge GIBBONS. That seems appropriate. There’s a methodology
under which we believe calculating inflationary increases that actu-
ally we would be entitled to—we could make a case, we thought,
for asking up to, I believe it’'s $133 an hour for fiscal year 2008.
However, we felt that, given current budgetary constraints, and
given the fact that we were asking for a fairly large jump at one
time, we felt that $113 was an appropriate rate to request.

Senator DURBIN. Is the current rate inadequate to attract quali-
fied panel attorneys?

Judge GIBBONS. In some cases, yes.

Senator DURBIN. Thank you.

Senator Allard.

FISCAL YEAR 2008 REQUEST

Senator ALLARD. Thank you, Mr. Chairman.

In the fiscal year 2007 appropriations, they were not enacted
until February 15, but you’d been working on your 2008 budget
long before that. So, I'm curious, in developing that 2008 request,
what funding levels did the judiciary assume for 2007?

Judge GIBBONS. In formulating the 2008 request, we assumed
that we would receive the midpoint of the House-passed and Sen-
ate-reported bills, less 1 percent for an across-the-board rescission.
What we actually got was $44 million less than that.

Senator ALLARD. I see. Okay. And what impact did the 2007 en-
acted level have on the judiciary’s 2008 request?

Judge GIBBONS. Well, we made adjustments to our fiscal year
2008 request based on 2007 enacted levels. In the normal course
of things, we would be providing a formal budget re-estimate to you
in May. We have gone ahead and revised the 2008 request down-
ward by $80 million. And what’s changed since its original submis-
sion is $37 million in reduced rental costs as a result of the rent
validation efforts. Some judgeship vacancies were not filled that we
had assumed would be filled. That reduced our 2008 request by $23
million. The $20 million we got in 2007 for additional staff for our
immigration and law enforcement workload, actually enabled us to
take out of the 2008 request the $21 million we requested for new
staff. And the reason for that is the $20 million translates to about
200 employees, and, because of the nature of the employees we're
hiring, we can’t bring that many employees onboard that quickly.
So, we asked for no new staffing for 2008, and plan to revisit our
staffing needs, as far as any upward adjustment, in 2009.

GENERAL SERVICES ADMINISTRATION CONSTRUCTION PROJECTS FOR
THE JUDICIARY

Senator ALLARD. Well, thank you, I appreciate your answer on
that.

GSA recently sent us a list of projects, including courthouses that
it proposes to fund in 2007. Does this list represent the judiciary’s
priorities?

Judge GIBBONS. Yes, it reflects our 5-year construction plan.
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Senator ALLARD. And I'm curious, could you explain the process
for scoring and ranking a project and determining the cost?

Judge GIBBONS. Well, the court—the projects that are listed on
the 5-year plan are scored in priority order on the basis of criteria
that are weighted, in terms of importance. Security concerns count
for 30 percent; length of time a building has been filled to capacity,
30 percent; operational problems of existing facilities, 25 percent;
number of current and projected judges needing a courtroom, 15
percent. As far as costs are concerned, we use estimates. When we
have an estimate from GSA, we use that. Until we have an esti-
mate from GSA, we use our own estimates. And I think that, in
very broad terms, describes the process.

Senator ALLARD. Now, sometimes these changes that occur, I un-
derstand from—there are some changes that occur from year to
year. Why does that happen?

Judge GIBBONS. Well, delays cost money.

Senator ALLARD. I see.

Judge GIBBONS. Sometimes things don’t turn out quite as in-
tended. I looked this morning at the 5-year plan, and learned, for
example, there was one project where initially GSA intended to use
federally owned property. Later, that property didn’t become avail-
able, and so another site acquisition was required. All kinds of
things that can come up in the course of a construction project.

Senator ALLARD. I see.

Mr. Chairman, my time’s expired. I have—I'd like to follow up
on this, and that would complete my questioning, if I might.

Senator DURBIN. Go ahead.

COLORADO DISTRICT COURT

Senator ALLARD. In Colorado, we’re hearing about the need for
two district courts. I mean, we’ve got—one district court covers the
whole State. We look at Arkansas. They have two districts in that
State, and they don’t have a mountain range that runs up and
down and divides the State into two distinct geographic areas with
problems in transportation, particularly when we’ve had a winter
like we’ve had this winter. And we also have two population cen-
ters. The population center in El Paso County, which is Colorado
Springs, is as big as the Denver—the city and county of Denver
now; and we have huge growth issues, as far as the State is con-
cerned, 30 percent. And theyre not listed on the priority. And I
know that when you create a new district, you create a new court-
house. And I wondered if you might comment on our situation in
Colorado. We've got some opposition, I think, from the judges that
are sitting on the court in Denver, because they like it there, it’s
a nice, big metropolitan area. In Colorado Springs, we—from law
enforcement, we hear a lot of concerns because of having to move
prisoners, when there’s traffic concerns and problems and security
issues, and then, over the mountain, obviously, the truck goes on
the pass, gets turned sideways on the road in some way, that cre-
ates a problem.

Judge GIBBONS. You know, unless Jim feels that he has enough
information to speak to Colorado directly, if we may, I would prefer
that we get back to you about that.

Senator ALLARD. I would appreciate that.
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Judge GIBBONS. I, obviously, in order to advocate the judiciary’s
budget, have to know something about construction and how those
are processed, but the primary committee within the judiciary that
deals with those issues is our Space and Facilities Committee. A
representative from that committee, either in talking with you di-
rectly or in providing a supplemental answer to the question, would
be able to tell you in much more detail how this would be ap-
proached, whether anything is actually going on with respect to the
Colorado situation, at this time——

Senator ALLARD. I'd appreciate that. Thank you very much.

And thank you, Mr. Chairman, for your indulgence.

Senator DURBIN. Thank you, Senator.

[The information follows:]

The Judicial Conference does not take a position on the creation of a new judicial
district unless legislation has been introduced in Congress. The Judiciary is not
aware of any legislation that has been introduced in the current or previous Con-
gresses to create a second judicial district in Colorado. When legislation is intro-
duced that creates a new district or a new division within an existing district, the
Judicial Conference sends the legislation to the chief judge(s) of the affected dis-
trict(s) and circuit(s) to evaluate the merits of the legislative proposal based on case-
load, judicial administration, geographical, and community-convenience factors. Dur-
ing this evaluation, the views of the affected U.S. Attorney(s) are also considered.
Only when the legislative proposal has been approved by both the affected district
court(s) and the appropriate circuit judicial council(s) does the Judicial Conference’s
Committee on Court Administration and Case Management review the proposal and
recommend action to the Judicial Conference.

Since legislation has not been introduced, the Judicial Conference has not taken
a position on splitting the District of Colorado, although the district court in Colo-
rado does not believe that splitting the district would be cost effective. Doing so
would require a new courthouse, clerk of court, bankruptcy court, and probation and
pretrial services office. A new district would also significantly impact the U.S. Mar-
shals Service. The federal court caseload in Colorado Springs does not support ei-
ther a second district for Colorado or the creation of a separate division within the
current district. From fiscal year 2004 to fiscal year 2006 criminal felony filings for
Colorado Springs/Pueblo declined 29 percent from 95 to 67 filings. Criminal mis-
demeanor filings handled by a magistrate judge declined by 46 percent, from 307
filings in fiscal year 2004 to 167 filings in fiscal year 2006. Also, the district’s proba-
tionloff('ice is currently reducing its officers in Colorado Springs due to declining
caseload.

Colorado Springs, county seat for El Paso County is approximately 65 miles from
Denver on Interstate 25, a significant part of which is now three lanes each way.
El Paso County is served weekly by a magistrate judge to handle petty offense and
misdemeanor matters generated at the numerous military installations in the area
(Public Law 108—482, enacted on Dec. 23, 2004, amended Section 85 of title 28, to
include Colorado Springs as a place of holding court). The district recognizes and
is addressing the need for enhanced magistrate judges presence in Colorado Springs
to address civil matters there.

The district court in Colorado is not supportive of a separate district or division
based upon the above cost-versus-need considerations. The district’s long-range plan
approved by the circuit council is now complete with the construction of the Alfred
A. Arraj U.S. Courthouse and the Byron Rogers Federal Building and U.S. Court-
house in Denver.

THE COURTS’ CASELOAD

Senator ALLARD. I'd like to address this caseload issue, if I
might. And the statistics which you have referred to when it comes
to staffing indicates a pretty substantial increase in aggregate case-
load—195 percent, in fact—between 1984 fiscal year and fiscal year
2006. And yet, in all of the categories of anticipated filings in this
fiscal year, with perhaps one exception—appellate filings, civil fil-
ings, criminal filings, and bankruptcy filings—you are anticipating
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a decline in caseload, the exception being the Southwest area,
where caseloads have gone up dramatically on immigration ques-
tions. I can see the case you're making for an increased caseload
up to 2006, while staffing resources have barely increased. Tell me,
as you look forward to 2007, if the argument can’t be made that
things are starting to level off, in terms of caseload.

Judge GIBBONS. Well, maybe. The reason we included, in the
written testimony, the historical chart that goes back to 1984 was
to give an illustration of how, although caseload fluctuates, maybe
goes up and down in the short term, over time it has trended up-
ward. And that’s really just to give you a context within which to
consider the current rather modest declines.

Another thing to keep in mind is, these are projections, and so
we’re always a little bit careful about how we use them. I asked,
yesterday, “How do we project what our filings are?” Well, the an-
swer is, “We take our actual filings for 1 year, and we run them
through various statistical forecasting models and get, you know,
a 3-year projection.” I said, “How accurate are they?” And they
said, “Well, first year, pretty good; second year, a little less so;
third year, a little less so.”

So, we don’t really know what to make of these modest declines
in appellate and district court caseload. We also don’t quite know
yet exactly what to make of the situation in bankruptcy. It’s obvi-
ous there’s a real drastic decline in cases, but that may not trans-
late into a drastic decline in workload, given the requirements of
the new law. And then, of course, we have upward trends in work-
load, still, in probation and pretrial. So, maybe it’s the beginning
of some overall trend, but maybe not. I think we’d be hesitant to
attach too much future importance to it.

PROBATION AND PRETRIAL SERVICES

Senator DURBIN. And I want to go to the one point you just
made. I think the case you make on probation and pretrial services
is very compelling, the nature of the work that’s being done there,
and the importance. It appears that the rate of incarceration has
dramatically increased for those who are being served by that part
of our system. And, of course, their success can reduce recidivism,
which is an added cost to society, first; and taxpayers, second. So,
when it comes to the allocation of staff, let’s say, for the probation
services, where’s that decision made?

Judge GIBBONS. Well, we have various work measurement for-
mulas which are our ways of measuring the work. And those are
the—those, plus some adjustments for—for example, we done a 2-
percent productivity assumption—but those are—figure in to what
our budget request is. Then, after we receive our request, we have
the ability to make some ad hoc adjustments, depending on, you
know, if we’ve had, say, since the time of the submission of the re-
quest, or since the time of our last re-estimate, we’ve had substan-
tial increases in an area, we’ll take that into account and make ad-
justments in the financial plan, which comes back to you for ap-
proval and review, and then in the allotments to the courts.

[The information follows:]

The Judiciary has work measurement formulas that it uses to measure the courts’
work in order to determine staffing needs. The allocation of staff and the associated
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funding is based on each court units’ workload as well as resources available for the
courts on a national level. Once Congress provides an appropriation, the Judiciary
makes a determination on how best to utilize the funding to cover rent costs, infor-
mation technology investments, judge and chamber needs, and staffing needs in
clerks and probation offices nationwide. The bulk of the Judiciary’s costs are for
must-pay items over which it has little control. The remaining funds are used for
court staffing and operating costs. Workload in a specific court or probation office
is the primary cost driver of how staffing allocations are made to each court unit,
although funding constraints necessitate that funding for staff be reduced well
below the staffing levels indicated as necessary by the staffing formulas.

ADAM WALSH CHILD PROTECTION AND SAFETY ACT

Senator DURBIN. And you make a point here in your testimony
about recent legislation, the Adam Walsh Child Protection and
Safety Act of 2006, which will increase, significantly, the number
of sex offenders coming into the Federal probation and pretrial sys-
tem for supervision; and monitoring their behavior, you say, is very
challenging, requires intense supervision. I will say, and I'm sure
it comes as no surprise, that I'm not sure that any Member of Con-
gress even paused to think about that part of the law. We were—
obviously felt that we were answering a need to keep our streets
safer and our children safer, but never stopping to think what that
meant in terms of additional people working in this area. And for
those who believe that you can just consistently cut back in the
number of people who are working in the Federal Government,
they have to understand that sometimes we pay a price that we
don’t want to pay. Having people who are effective in this area
could protect a lot of children and a lot of families.

Judge GIBBONS. I looked at that statute yesterday, and was real-
ly quite surprised at the very specific kinds of ways in which it’s
going to affect probation and pretrial: Longer periods of supervised
release, notification requirements, searches of homes of offenders,
required electronic monitoring, in some cases, for pretrial releasees,
more stringent Bail Reform Act requirements resulting in more de-
tainees—I mean, it’s broad and has an impact in many different
ways.

Senator DURBIN. And each and every aspect of it is defensible
and laudable, and yet, from a practical standpoint, it puts a greater
burden on the courts, and one that is more costly to the taxpayers.
It is something which we should be more honest about when we
talk about these things here in Washington.

REPORTING ON IMPACTS AND RESULTS

The judiciary routinely reports statistical information, but
doesn’t necessarily take it to the next level by providing the impact
or results of the data. For example, Congress mandated, in 1988,
that district courts make alternative dispute resolution available to
litigants, but there hasn’t been a report of accomplishment about
which methods of alternative dispute resolution are more likely to
settle cases and avoid a trial. Would you consider reporting on the
impact of the way the judiciary does its work, beyond simple statis-
tical reporting?

Judge GIBBONS. I gather you're asking for a report, beyond an
answer to your question today.

Senator DURBIN. Yes.
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Judge GIBBONS. We will report on whatever Congress asks us to
report on, Mr. Chairman.

Senator DURBIN. Thank you.

Well, this is one of those congressional mandates which we think
is a very compelling thing and is usually ignored by many agencies.
So, I hope that you’ll take a second look at it and see if you might
report to Congress on which methods are most successful.

Judge GIBBONS. I will just make one very general comment. I
was a district judge for 19 years before becoming an appellate
judge, and had a number of experiences with a number of different
kinds of alternative dispute resolution in the district court. And
there are a number of them that are very effective. And most
courts are quite enthusiastic about implementing them.

[The information follows:]

Staff at the Administrative Office of the U.S. Courts will have further discussions

with Subcommittee staff regarding a report on which methods of alternative dispute
resolution are most effective.

Senator DURBIN. Thank you very much.

I want to apologize to you and to Mr. Duff, and to all present,
for coming in late. That’s something that I think is disrespectful,
and feel very badly about that. But I thank you for your patience,
and especially for your testimony.

ADDITIONAL COMMITTEE QUESTIONS

And we will leave the record open for those who might submit
additional questions for you to consider.

I appreciate the benefit of hearing from you about your funding
needs for the judiciary. I think we have further insights into your
operations, and they’ll help us in our deliberations.

As I have mentioned, the hearing record will remain open for a
period of 1 week, until Wednesday, March 28, at noon, for sub-
comn(liittee members to submit statements and/or questions for the
record.

[The following questions were not asked at the hearing, but were
submitted to the judiciary for response subsequent to the hearing:]

QUESTIONS SUBMITTED BY SENATOR RICHARD J. DURBIN

Question. The Judiciary received an additional $20 million in the fiscal year 2007
continuing resolution to address critically understaffed workload associated with im-
migration and other law enforcement needs. The funding was provided because the
caseload at the Southwest Border courts has reached critical levels, in part, due to
forced staffing reductions a few years ago. How do you plan to use these resources?

Answer. The $20 million will enable courts that are critically understaffed to hire
about 200 staff to address increased workload needs resulting from immigration and
law enforcement initiatives as well as other workload drivers.

The Judiciary’s fiscal year 2007 financial plan allots a net additional $5.7 million
in salary funding based on the workload needs of the courts as determined by the
staffing formulas. Of this amount, $3.3 million (58 percent) was allotted to the five
Southwest Border courts to address workload needs. This $3.3 million equates to ap-
proximately 65 FTE. The remaining $2.4 million (42 percent) was provided to the
remaining appellate and district courts and probation and pretrial services offices
to address workload needs.

Since the Judiciary was operating under a continuing resolution until February
15, 2007, courts were instructed to operate at fiscal year 2006 funding levels and
to restrict discretionary spending. This meant that only courts that had attrition
during the continuing resolution were allowed to hire. Some courts conducted pre-
liminary recruitment activities during this time and are ready to fill vacancies
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quickly, while other units have delayed the entire hiring process until final 2007
funding levels were known.

Given the lead time it takes to recruit and hire, all $20 million cannot be obli-
gated during fiscal year 2007. We have therefore set aside in reserve the remaining
$14.3 million (the $20 million less $5.7 million for new staff in the 2007 plan) so
that funding will be available in fiscal year 2008 for courts to continue to fill these
positions.

Question. The Judiciary’s revised fiscal year 2008 budget request this year calls
for a 7.6 percent increase, an amount likely to be more than the Subcommittee will
be able to provide. What are you doing to make yourself more efficient in order to
accommodate lower resource levels?

Answer. While the Judiciary requires a 7.6 percent overall increase to fund fully
its request, it requires a 6.5 percent increase just to maintain a current services
level of operations.

Actions That Reduced Fiscal Year 2008 Appropriations Requirements

The Judiciary has taken several actions to become more efficient and to limit fis-
cal year 2008 appropriations requirements in the Salaries and Expenses account.
These actions reduced the fiscal year 2008 appropriation requirements for the Sala-
ries and Expenses account by $80 million. These actions include:

—Applying a productivity factor to the staffing formulas to reflect the enhanced
productivity achieved through the use of improved business processes and the
use of technology (—$15 million, — 199 FTE).

—Implementing cost containment initiatives in probation and pretrial services of-
fices (—$28 million, —322 FTE).

—Reviewing and validating GSA rent bills to ensure that GSA is applying its
space pricing policies accurately ($37 million).

Space Initiatives

The Judicial Conference continues to build on its cost-containment strategy that
was adopted in September 2004. The Judiciary is establishing budget caps in se-
lected program areas in the form of maximum percentage increases for annual pro-
gram growth. For our space and facilities program, the Judicial Conference ap-
proved in September 2006 a cap of 4.9 percent on the average annual rate of growth
for GSA rent requirements for fiscal years 2009 through 2016. By comparison, the
increase in GSA rent in our fiscal year 2005 budget request was 6.6 percent. This
cap will produce a GSA rent cost avoidance by limiting the annual amount of fund-
ing available for space rental costs, and courts will have to further prioritize space
needs and deny some requests for additional space.

An interim budget check process on all pending space requests was implemented
in order to slow space growth. The budget check ensures that circuit judicial coun-
cils, together with the Administrative Office, consider alternative space, future rent
implications, and the affordability of any request by the Judiciary. This approach
is helping to control the growth in costs associated with space rent for new court-
houses and major renovations.

The Judiciary completed a comprehensive review of the U.S. Courts Design Guide.
In March 2006, the Judicial Conference endorsed revisions to the U.S. Courts De-
sign Guide that lower the future rental costs of chambers space by reducing the size
of the judge’s office in non-residential chambers and chambers’ conference rooms,
and reducing the number of book shelving ranges and chambers’ closets. The stand-
ards of the revised Design Guide will apply to the design and construction of new
buildings and annexes, all new leased space, and repair and alteration projects
where new space, including courtrooms and chambers, is being configured for an en-
tire court unit.

The Judiciary’s rent validation project has achieved significant savings. This ini-
tiative originated in our New York courts where staff spent months scrutinizing
GSA rent bills and found rent overcharges. The cumulative effect of this discovery
was savings and cost avoidance over three fiscal years totaling $30 million. The Ad-
ministrative Office expanded this effort nationwide by training all circuit executive
offices to research and detect errors in GSA rent billings. Although it is quite time
consuming, detailed reviews of GSA rent billings are now a standard business prac-
tice throughout the courts. Through the rent validation effort the Judiciary recently
identified additional overcharges totaling $22.5 million in savings and cost avoid-
ance over three years. GSA has been very responsive to correcting billing errors that
we bring to their attention. By identifying and correcting space rent overcharges we
are able to re-direct these savings to other Judiciary requirements, thereby reducing
our request for appropriated funds.



98

Information Technology Initiatives

The Judiciary is at the forefront of the federal government’s efforts to leverage
the use of information technology to automate business processes and maximize effi-
ciency. For example, the Judiciary’s Case Management/Electronic Case Filing (CM/
ECF) project automates the paper intensive case filing process. The Judiciary’s CM/
ECF system is operational in all bankruptcy courts, 92 district courts, one appellate
court, the Court of International Trade and the Court of Federal Claims. Implemen-
tation is underway in all remaining courts. The Judiciary anticipates long-term effi-
ciencies will be achieved as a result of the CM/ECF implementation. This benefits
not only the Judiciary, but also the bar and public who will have greater access to
court information.

At least 80 percent of all bankruptcy cases are being filed electronically by attor-
neys in about 80 percent of the bankruptcy courts, and in many bankruptcy courts
nearly all of the cases are being filed electronically. In addition, the courts have
been enhancing efficiency through a combination of local management initiatives
and court-developed automation innovations. For years, the bankruptcy clerks have
been adopting new management techniques, developing and sharing best practices,
and using the flexibility provided under the Judiciary’s budget decentralization pro-
gram to 1nvest in automation solutions that save resources as well as improve qual-
ity and performance.

In our probation and pretrial services program, the Probation Automated Case
Tracking System (PACTS) electronic case management system makes probation and
pretrial services officers more efficient by enabling them to access from their
workstations a wide range of case-related information. In fiscal year 2007, the Judi-
ciary will complete consolidation of PACTS servers from all 94 districts into two con-
tractor-owned and operated facilities. The consolidation will help the Judiciary avoid
$3 million in costs over the next five years, with no degradation in service. Further,
consolidating servers provides two levels of fail-over capabilities, a feature that did
not exist in the old decentralized system of district-based servers, thereby providing
extraordinary value in terms of continuity of operations planning. Probation and
pretrial services offices continue to automate segments of their business processes
to improve service to the court, other law enforcement and criminal justice agencies,
and the community. Enhancements to the PACTS will continue in fiscal year 2008
to help offices manage cases more efficiently.

Question. The fiscal year 2008 request for Defenders represents an $84 million or
11 percent increase over last year and the fiscal year 2007 appropriation level
helped address the needs of Defenders. Why is this level of increase still needed?

Answer. In fiscal year 2008, the requested $83.6 million increase in appropria-
tions consists of the following categories:

Amount of Total Percent of Total
Ilrjmcrease Percent Increase Increase

Pay/benefit adjustments and standard inflationary increases ................. $29,685,000 3.8 355
Additional 8,200 representations 21,960,000 2.8 26.3
Replace fiscal year 2006 carryforward 9,509,000 1.2 114
Subtotal, Adjustments to Base 61,154,000 7.9 132
Increase in panel attorney rates from $96 to $113 per hour .................. 21,797,000 2.8 26.1
Establishment of two new FDOs 600,000 0.1 0.7
Subtotal, Program Increases 22,397,000 2.9 26.8

Total Increase 83,551,000 10.8 100.0

Although the Defender Services’ fiscal year 2008 request of $859.8 million rep-
resents an $83.6 million (10.8 percent) increase in appropriations, a $61.2 million
(7.9 percent) increase is required in this account just to maintain current services
which includes funding for standard pay and non-pay inflationary increases and
funding for 8,200 additional Criminal Justice Act representations projected for fiscal
year 2008. The remaining $22.4 million (2.9 percent) is requested for program in-
creases to (1) increase the non-capital panel attorney rate from $96 to $113 per hour
($21.8 million)—substantially less than the $133 hourly rate panel attorneys would
receive had COLAs been funded every year since 1986; and (2) establish two new
federal defender organizations ($0.6 million).

Question. The Judiciary has commented in recent years on the inadequacy of
court staffing levels, given the courts’ workload growth over the last several years.
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In applying budget balancing reductions each year, what priority does the Judiciary
give to funding court staff salaries versus other program priorities (information
technology, space rent, operating costs, etc.)?

Answer. The Salaries and Expenses (S&E) financial plan is divided into four main
categories: (1) mandatory, (2) historically fully funded, (3) short-term uncontrollable,
and (4) controllable. The first three spending categories are funded fully in the de-
velopment of the financial plan. For formulation and long-range planning purposes,
all funding categories are subject to scrutiny and cost-containment initiatives.

The first three categories include funding for judges and chambers staff salaries
and benefits, court staff benefits, funding for law enforcement activities and con-
tracts including drug testing and treatment, mental health treatment and electronic
monitoring, law books, GSA space rental, background investigations, law enforce-
ment training, and long distance telephone charges.

All budget balancing reductions are applied to the fourth spending category, the
controllable portion of the budget which includes items such as court staff salaries,
court operating expenses, information technology, and national training programs.
Budget balancing-reductions reflect the views, input, and in some instances, specific
recommendations from various Judicial Conference committees and court advisory
groups. Once funds are allotted to the courts, funding priorities are determined at
the local level in accordance with the Judiciary’s budget decentralization policies.

Court salaries comprise about 32 percent of the Salaries and Expenses total budg-
et and over 80 percent of the controllable spending category. The formulas used to
calculate staffing and salary needs are scientifically-derived and incorporate the
functions and work requirements of the different court programs. Of the controllable
items, court staff salaries receive the highest priority.

To balance requirements with available resources, the Judiciary has traditionally
applied a lower percentage reduction to court salary allotments. In years in which
the Judiciary has received severe funding reductions, the percent reduction applied
to the non-salary accounts has been up to three times the reduction applied to court
salaries. The fiscal year 2007 financial plan reflects a 5.9 percent reduction to court
salary allotments, and a 12 percent reduction to court operating expenses from full
requirements.

Question. In studying how you formulate your budget, the National Academy of
Public Administration (NAPA) recently recommended that you work with Executive
Branch agencies such as Justice and Homeland Security more closely to determine
the impact of their operations on the Judiciary. This would appear to be a good idea
and might have helped you last year when the Administration did not include needs
for the Judiciary in its Southwest Border Initiative package for consideration in the
fiscal year 2006 Supplemental Appropriations bill last year. What is your opinion
on this recommendation?

Answer. The Judiciary has received a draft copy of the study and is in the process
of preparing agency comments. Comments will be provided to NAPA for its consider-
ation in finalizing the report.

Page 37 of the draft NAPA report states the following:

“A strategic, comprehensive approach to budgeting is further hampered by the
constitutional separation of powers between the judicial and executive branches.
The absence of communication or integrated deliberations about budgets for all
parts of the justice system make it more likely that budgets for the executive and
judicial branches will not address reciprocal workload implications. Such disconnects
can reduce the overall effectiveness of the justice system and can, in extreme cases,
produce bottlenecks or disruptions that threaten the fair and full administration of
justice. The Panel realizes that this is something over which the Judiciary has no
control. It is not a practice within OMB or among congressional appropriations com-
mittees to ensure that actions in one part of the federal budget do not have an im-
pact on another. Assembling and considering a federal budget is complex and can
consume those involved with broad issues and program details; it is enough to deal
with their portion of it. However, as the entity at the final end of the ‘decision con-
tinuum,” the Judiciary may have the most incentive to urge the branches to consider
better ways to assess the impact of the proposed policies and spending decisions.”

As the excerpt above notes, the Judiciary is at the tail end of the “decision con-
tinuum.” Although the draft report indicates the Judiciary may have the most to
gain in urging the three branches to work cooperatively to assess the impact of po-
lices and spending decisions on the other, the Judiciary is powerless to effect change
unilaterally. The Judiciary welcomes opportunities to work more closely with Execu-
tive Branch agencies on policies and initiatives that impact the federal courts.
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Question. Strategic planning has become a valuable tool to Executive Branch
agencies as they plan for the future. Why doesn’t the Judiciary use strategic plan-
ning?

Answer. The Judicial Branch has engaged in strategic planning for many years.
The Judiciary’s role in our constitutional system and its unique governance struc-
ture necessitate different planning approaches than used in the Executive Branch,
but its planning efforts are nonetheless serious and meaningful. Indeed, the Judici-
ary has successfully incorporated strategic planning into the fabric of its policy-mak-
ing processes.

The Judiciary developed two strategic planning documents in the 1990’s that re-
main valid. They are supplemented, as described below, with ongoing long-range
planning activities that identify and address emerging strategic issues. The plans
followed an extensive process that involved reaching out within the Judiciary and
to other branches of government, the bar, and the public. Chief Justice William H.
Rehnquist appointed a Long-Range Planning Committee of the Judicial Conference
to coordinate this activity. The resulting Long-Range Plan for the Federal Courts
identified the Judiciary’s mission, core values and strategic concerns. It articulated
a vision to guide the federal courts in fulfilling the role the Constitution and Con-
gress assign to them, and it was intended to be relevant for the foreseeable future
and serve as the underlying framework for planning, policy-making, and adminis-
trative decisions. That plan was closely followed with The Administration of Justice:
A Strategic Business Plan for the Federal Courts, which articulated broad goals and
objectives.

The Judiciary’s national policy-making body is the Judicial Conference of the
United States. The Judicial Conference’s strategic planning process is coordinated
by its Executive Committee and involves committees of the Judicial Conference and
the Administrative Office of the U.S. Courts. Through its planning process the Judi-
ciary identifies strategic issues and ensures long-term implications are considered
in assessing Judiciary operations and programs; analyzing trends and develop-
ments; identifying ways to improve efficiency, effectiveness, and economy; and devel-
oping policies. The strategic planning process has enabled the Judicial Branch to an-
ticipate, react and adapt to events and changes in a manner that conserves and en-
hances its core values.

The Judicial Conference’s Executive Committee coordinates long-range planning
efforts across committees, including the identification of crosscutting strategic
issues. The Executive Committee meets with the chairs of committees twice each
year to discuss Judiciary planning matters. One member of the Executive Com-
mittee serves as long-range planning coordinator. The process is supported by the
Administrative Office’s long-range planning office, in existence since 1991.

The long-range planning meetings of committee chairs provide an effective forum
to discuss Judiciary-wide planning issues such as long-range projections of caseload
and resources, funding constraints, workforce trends, changes in programs and oper-
ations, and the impact of technology. The various committees also engage in stra-
tegic planning within their areas of responsibility. They identify strategic issues,
analyze trends, undertake studies, seek input, and consider alternative approaches
before making policy recommendations to the Judicial Conference.

This active planning process enables the Judiciary to identify and address matters
of strategic importance. For example, the consideration of workload and budget pro-
jections, in conjunction with anticipated funding constraints, highlighted the need
for a long-term strategy to control the rates of growth in the Judiciary’s future costs.
An intensive effort was launched to assess the situation, and it resulted in the de-
velopment of a cost-containment strategy for the Federal Judiciary.

The committees’ planning efforts have been conducted in a manner best suited to
their areas of responsibility. For example, administrative aspects of the Judiciary’s
business are more conducive to the development of specific plans of action, such as
determining what technology projects will be pursued. The Committee on Informa-
tion Technology produces a Long Range Plan for Information Technology in the Fed-
eral Judiciary, which is provided to Congress.

Question. The Judiciary does not regularly publish stated goals that you are then
held to. Why not? How do you expect us to be informed of how accurately you use
your resources without such information?

Answer. The goals of the Judiciary reflect the responsibilities that the Constitu-
tion and the Congress have assigned to the Third Branch. Based on the mission and
core values set forth in the Long Range Plan for the Federal Courts, six funda-
mental goals are defined in The Administration of Justice: A Strategic Business
Plan for the Federal Judiciary: to safeguard the rule of law; to guarantee equal jus-
tice; to preserve judicial independence; to sustain our system of federalism with na-
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ti];)rllal courts of limited jurisdiction; to maintain excellence; and to ensure account-
ability.

These goals do not change from year to year. The Judiciary’s role is to handle the
cases that come before the courts in a manner that is consistent with the funda-
mental values expressed in these goals. The Constitution vests the federal courts
with the Judicial Power of the United States and the federal courts’ business is de-
fined by others. Congress determines the scope of federal jurisdiction, the structure
of the Judiciary, places of holding court, and the number of judgeships. Litigants
bring cases to the courts, and the Executive Branch is a primary litigant in the fed-
eral courts. Simply stated, the courts render decisions on matters that are brought
to them; they do not determine what those matters will be, when they will come,
how many will come, or who will bring them.

The Judiciary’s resource needs are linked to the courts’ caseload, the number of
judicial districts and places of holding court, and related workload measures. Initia-
tives of importance undertaken by the Judiciary are reported to Congress in the Ju-
diciary’s budget as well as through annual reports and reports of the proceedings
of the Judicial Conference.

Funding is provided to the courts through established national formulas based on
workload factors, and the Judiciary reports extensively on its work. Many reports
are produced, but of particular importance are reports on Judicial Business of the
United States Courts and Federal Court Management Statistics, published annually
by the Director of the Administrative Office of the U.S. Courts. These comprehen-
sive reports contain details on national and court-specific statistics and comparative
indicators. They cover cases filed, terminated, and pending; disposition actions; ac-
tions per judgeship; median time to (case) disposition; activities and actions on
cases; probation and pretrial services work; defender services work, and many other
facts. Semi-annual reports prepared pursuant to the Civil Justice Reform Act of
1990 provide data on motions pending for more than six months, bench trials sub-
mitted for more than six months, bankruptcy appeals and social security appeal
cases pending more than six months, and civil cases pending more than three years.
Juror utilization data are published each year. The United States Sentencing Com-
mission collects records on each criminal sentence and reports on the courts’ sen-
tencing actions. Also, specialized reports on particular topics are frequently pro-
duced by the Judiciary, including reports requested by Congress.

In summary, accountability is a core value of the Judiciary. Its proceedings and
records are open to the public, and an array of reports provides a broad and deep
accounting of the work performed by the Judiciary with the resources provided.

Question. The new bankruptcy legislation took effect in October 2005, and it ap-
pears that filings have not yet rebounded. What filing patterns do you expect will
emerge over the longer term?

Answer. Over 600,000 petitions were filed in October 2005, most of them just
prior to the implementation date, October 17, 2005, of the Bankruptcy Abuse Pre-
vention and Consumer Protection Act of 2005 (BAPCPA). Immediately following Oc-
tober 17, the number of new petitions plummeted—14,000 cases were filed in No-
vember 2005. Monthly filings have since been rising.

Historically, bankruptcy filings have exhibited strong seasonal patterns—with fil-
ings increasing during the early spring and declining during the late fall and early
winter. Following October 17, 2005, the normal seasonal patterns were disrupted.
Recent data, however, indicates that the seasonal patterns are reasserting them-
selves, evidenced by the 74,000 bankruptcy filings recorded for March 2007, a new
post-BAPCPA high. This may suggest a return to historical filing patterns.

No consensus exists regarding the long-term effect of BAPCPA on overall filings.
Some bankruptcy experts believe that the long-term effect will be minimal; others
substantial. Most agree that the more work intensive chapter 13 filings will become
more prominent.

Question. What has been the impact on the courts’ workload as a result of the
Booker/Fanfan Supreme Court decisions? Have all of the cases that came into the
system been dispensed with?

Answer. The Supreme Court’s decisions in Blakely v. Washington, 542 U.S. 296
(2004) (Blakely) and United States v. Booker, 543 U.S. 220 (2005) (Booker), affected
filings in the appeals and district courts as the Judiciary reported in a June 2006
report requested by the House and Senate Appropriations Committees. This impact
began when Blakely was decided in June 2004. Since then, in the courts of appeals,
over 13,700 appeals resulting from Blakely and Booker were filed. During the same
time, in the district courts, over 6,000 Booker-related habeas corpus petitions were
filed by prisoners sentenced in the federal courts, about the number of such motions
district courts receive each year. By the one-year anniversary of Booker in January
2006, all habeas corpus motions by prisoners who were eligible to file when Booker
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was decided had been filed. By September 2006, the numbers for the filings of these
motions had returned to their levels prior to Booker. To date, appeals and district
courts have processed large numbers of such motions. However, their pending case-
load remains high so all of the cases that came into the system have not been dis-
pensed with.

Since January 2006, fewer criminal appeals have been filed than during the first
year after Booker. However, the current numbers continue to be at levels 29 percent
above what they had been before Booker. This leads the Judiciary to conclude that
the criminal appeals caseload after Booker will remain at a level higher than it was
before Booker, just as the criminal appeals caseload rose permanently to a new level
after the U.S. Sentencing Guidelines were created.

In addition, Booker-related filings in the appeals and district courts are taking
longer to resolve. This has increased the median disposition times for criminal ap-
peals by two months, and for appellate prisoner petitions and district court criminal
cases by one month. This explains why the Booker-related pending caseload remains
high despite the increase in the number of such cases resolved.

. Question. Please provide a brief summary of the Judiciary’s cost-containment ef-
orts.

Answer. In fiscal year 2004, the Judiciary received a significant reduction to its
budget request, primarily due to across-the-board cuts applied during final con-
ference on our appropriations bill. This funding shortfall resulted in staff reductions
of 1,350 employees, equal to 6 percent of the courts’ on-board workforce. Of that
number, 328 employees were fired, 358 employees accepted buyouts or early retire-
ments, and 664 employees left through normal attrition and were not replaced.

The 2004 situation made clear that the Judicial Conference had to take steps to
contain costs in a way that would protect the judicial process and ensure that budg-
et cuts would not harm the administration of justice. In March 2004, the late Chief
Justice William H. Rehnquist charged the Judicial Conference’s Executive Com-
mittee with leading a review of the policies, practices, operating procedures, and
customs that have the greatest impact on the Judiciary’s costs, and with developing
an integrated strategy for controlling costs. After a rigorous six-month review by the
Judicial Conference’s various program committees, the Executive Committee pre-
pared, and the Judicial Conference endorsed, a cost-containment strategy. The strat-
egy focused on the primary cost drivers of the Judiciary’s budget, which included
an examination of the number of staff working in the courts, the amount they are
paid, and the rent paid to the General Services Administration for courthouses and
leased office space. Pursuing the implementation of cost containment initiatives is
a top priority of the Judicial Conference.

Question. Does the fiscal year 2008 request reflect any reductions associated with
cost-containment?

Answer. The Judiciary has taken several actions to become more efficient and to
limit fiscal year 2008 appropriations requirements in the Salaries and Expenses ac-
count. These actions reduced the fiscal year 2008 appropriation requirements for the
Salaries and Expenses account by $80 million. These actions include: (1) applying
a productivity factor to the staffing formulas to reflect the enhanced productivity
achieved through the use of improved business processes and the use of technology
(—$15 million, —199 FTE), (2) implementing cost containment initiatives in proba-
tion and pretrial services offices (—$28 million, —322 FTE), and (3) reviewing and
validating GSA rent bills to ensure that GSA is applying its space pricing policies
accurately (— $37 million).

Question. What future savings/reductions does the Judiciary anticipate?

Answer. Pursuing the implementation of cost containment initiatives is a top pri-
ority of the Judicial Conference. The Judiciary has implemented cost containment
initiatives that have already yielded significant savings. Future savings are ex-
pected to be achieved through continuing to control space costs; aggregating infor-
mation technology servers in contrast to the current decentralized deployment
scheme; shaping a more focused, cost efficient court support staff through process
redesign; evaluating compensation policies with an emphasis on cost containment,
and sharing administrative functions in the courts to create efficiencies and reduce
operating costs.

Question. As a cost-containment measure the Judicial Conference authorized a
two-year moratorium on courthouse construction projects and major renovation
projects while the Judiciary re-examined its long-range space planning and design
standards. Please summarize the results of your re-examination.

Answer. In March 2006, the Judicial Conference approved, in concept, a new long-
range planning methodology for the Judiciary called “Asset Management Planning.”
The major features of asset management planning include: developing a more com-
prehensive assessment and documentation of the requested new courthouse and how
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it would meet the operation needs of the court; identifying space alternatives and
strategies, including minor and major renovation projects as opposed to constructing
a new courthouse to meet current deficiencies and future growth needs; the develop-
ment of a preliminary estimate of the costs to the Judiciary for the project, includ-
ing additional rent; and developing a cost-benefit analysis to help identify the plan
that best meets the short- and long-term needs of the Judiciary.

In addition, over the last two years the Judicial Conference has endorsed multiple
amendments to the U.S. Courts Design Guide, that sets forth the space standards
for new courthouse and renovation projects. These changes included decreases in the
size of chambers suites for all types of judges, public space, atriums and staff offices,
and technical amendments to save money.

Question. The Judiciary’s rental payments to GSA have increased from $133 mil-
lion in fiscal year 1986 to more than $1 billion in fiscal year 2008, equal to one-
fifth of the courts’ spending for salaries and expenses. What is the cause for this
increase and what is the Judiciary doing to control these costs?

Answer. The increase in rental costs is caused partially by growth in the amount
of space occupied by the Judiciary, but also by growth in the rental rates assessed
by GSA. According to GSA, since 1985, the Judiciary has undergone growth of 166
percent in terms of the amount of space occupied, but the growth in court rental
costs over the same time period has been 585 percent or 3.5 times the rate of in-
crease in the amount of space. The biggest cost driver, then, has been the growth
in rental rates—a consequence of GSA’s “market” pricing approach.

The Judicial Conference has approved a cap of 4.9 percent on the average annual
rate of growth for GSA rent requirements for fiscal years 2009 through 2016. By
comparison, the increase in GSA rent in the fiscal year 2005 budget request was
6.6 percent. This cap will produce a GSA rent cost avoidance by limiting the annual
amount of funding available for space rental costs, and courts will have to further
prioritize space needs and deny some requests for additional space.

An interim budget check process on all pending space requests was implemented
in order to slow space growth. The budget check ensures that circuit judicial coun-
cils, together with the Administrative Office, consider alternative space, future rent
implications, and the affordability of any request by the Judiciary. This approach
is helping to control the growth in costs associated with space rent for new court-
houses and major renovations.

The Judiciary completed a comprehensive review of the U.S. Courts Design Guide.
In March 2006, the Judicial Conference endorsed revisions to the U.S. Courts De-
sign Guide that lower the future rental costs of chambers space by reducing the size
of the judge’s office in non-residential chambers and chambers’ conference rooms,
and reducing the number of book shelving ranges and chambers’ closets. The stand-
ards of the revised Design Guide will apply to the design and construction of new
buildings and annexes, all new leased space, and repair and alteration projects
where new space, including courtrooms and chambers, is being configured for an en-
tire court unit.

The Judiciary’s rent validation project has achieved significant savings. This ini-
tiative originated in the New York courts where staff spent months scrutinizing
GSA rent bills and found rent overcharges. The cumulative effect of this discovery
was savings and cost avoidance over three fiscal years totaling $30 million. The Ad-
ministrative Office expanded this effort nationwide by training all circuit executive
offices to research and detect errors in GSA rent billings. Although it is quite time
consuming, detailed reviews of GSA rent billings are now a standard business prac-
tice throughout the courts. Through the rent validation effort the Judiciary recently
identified additional overcharges totaling $22.5 million in savings and cost avoid-
ance over three years. GSA has been very responsive to correcting billing errors that
are brought to their attention. By identifying and correcting space rent overcharges
the Judiciary is able to re-direct these savings to other Judiciary requirements,
thereby reducing the request for appropriated funds.

Question. Enactment of bankruptcy legislation and the subsequent decline in fil-
ings have reduced fee revenues that the various parties in the bankruptcy system
rely on to fund operations. Would you please comment on the impact this decline
has had on the Judiciary, as well as the proposals of the case trustees and U.S.
Trustees to generate additional fee revenue?

Answer.

Impact on the Judiciary

Filing fee revenue has historically comprised 5 percent of total financing for the
Salaries and Expenses financial plan, with 75 percent of all fee collections coming
from bankruptcy filing fees. In contrast, filing fee revenue in fiscal year 2007 com-
prises 3 percent of total financing, with 60 percent of all fee collections coming from
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bankruptcy filing fees. The table below displays bankruptcy filing fees from fiscal
year 2004 to fiscal year 2008. A significant drop-off in fee revenue is evident begin-
ning in fiscal year 2006 (the bankruptcy reform legislation went into effect at the
beginning of fiscal year 2006, on October 17, 2005. The impact of declining fee rev-
enue is that the Judiciary is forced to request additional appropriations from Con-
gress in order to fund current services requirements.

[In thousands of dollars]

Fiscal Year—

2004 2005 2006 2007 2008
Actual Actual Actual Projected Projected

Bankruptcy Fees 220,759 | 236,537 168,287 85,532 91,622
Yr-Yr. Change 15,778 (68,250) (82,755) 5990

In addition to the reduced number of bankruptcy filings, the change in case mix
between Chapter 7 filings and Chapter 13 filings may also be a cause of reduced
fee revenue. Prior to the bankruptcy reform legislation, bankruptcy filings were
comprised of 70 percent Chapter 7 filings and 30 percent Chapter 13 filings. The
current mix is approximately 55 percent Chapter 7 and 45 percent Chapter 13s. The
change in case mix will likely result in a reduction in fee collections over the short-
term, since various motion-related fees under Chapter 13 may be collected over a
period of up to 5 years, versus 90 days for Chapter 7 filings.

Department of Justice Proposals to Increase U.S. Trustee Fees

In its fiscal year 2008 Budget Request, the Department of Justice included two
proposals relating to the United States Trustee program. The first would amend
Section 589(a) of title 28, United States Code, to designate the deposit of fines col-
lected from bankruptcy petition preparers pursuant to BAPCPA. This provision
would have no impact on the Judiciary.

The second proposal, amending Section 1930(a) of Title 28, would increase the
quarterly fees collected by the U.S. Trustee in Chapter 11 cases. These fees are paid
by debtors directly to the United States Trustee program, based upon the debtor’s
quarterly disbursements. This proposal would affect the Judiciary in that parallel
Chapter 11 quarterly fees are also collected in the six bankruptcy administrator dis-
tricts in Alabama and North Carolina. The Judiciary would most likely increase
quarterly fees in those districts, parallel to the increases proposed by the Depart-
ment of Justice to the U.S. trustee quarterly Chapter 11 fee increases, to maintain
national parity between the two programs. Such fees are deposited as offsetting re-
ceipts to the fund established under section 1931 of title 28, United States Code.
Aside from a parallel increase in the Chapter 11 quarterly fee in the bankruptcy
administrator districts, this proposal would not affect the Judiciary.

Chapter 7 Case Trustee Compensation

For several years, the National Association of Bankruptcy Trustees (NABT) has
sought increased compensation for Chapter 7 case trustees. Chapter 7 case trustees
are paid $60 per case from a portion of the debtors’ filing fee. The Chapter 7 case
trustee’s compensation is paid over to the trustee by the court if the debtor pays
the full filing fee. The Judiciary merely acts as a pass-through for the fees paid by
the debtor to the Chapter 7 trustee. The Judiciary has no responsibility to pay the
Chapter 7 trustee’s fees if the debtor does not pay a filing fee. Additionally, Chapter
7 trustees receive a percentage of distributions made in asset-Chapter 7 cases. Asset
Chapter 7 case distributions made by the case trustee are reviewed and approved
by the bankruptcy court.

Under the provisions of bankruptcy reform legislation, if a Chapter 7 debtor is
granted in forma pauperis status, the debtor does not pay a filing fee. In this cir-
cumstance, none of the entities that usually receive a portion of the filing fee (Judi-
ciary, case trustee, U.S. trustee fund and U.S. Treasury) receive any funds.

One NABT proposal is to increase the case trustees’ statutory per case compensa-
tion from $60 to $100. The case trustees are also seeking a way to receive payments
in in forma pauperis cases. The Judicial Conference and the Judiciary have no posi-
tion on the amount of money Congress determines the case trustees should be paid
by the debtors. The only concern of the Judiciary is that the proposals should not
impact the amount of fee revenue the Judiciary receives.

Based upon the efforts of NABT, this proposal was included in the House version
of the Financial Netting Improvements Act of 2006 (“Contracts Netting Act”). How-
ever, it was stripped from the bill in the Senate before the ultimate enactment of
the legislation as Public Law 109-390. The case trustee fee increase included in the
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House version of the Contracts Netting Act would also have streamlined the collec-
tion of fees for processing of payments to case trustees, thus reducing an adminis-
trative burden in bankruptcy clerks’ offices.

NABT continues to pursue various proposals to enhance Chapter 7 bankruptcy
trustees’ compensation.

QUESTIONS SUBMITTED BY SENATOR FRANK R. LAUTENBERG

Question. Judge Gibbons, in your experience, do current judicial pay levels pose
a threat to the independence and success of the federal judiciary?

Answer. I believe Chief Justice Roberts was correct when he stated in his 2006
Year-End Report on the Judiciary that judicial pay levels pose a threat to the inde-
pendence of the federal judiciary.

In the past, a federal judgeship was viewed as a capstone to a legal career. As
the Chief Justice noted, judges have been leaving the federal bench in increasing
numbers. In the past six years 38 judges have left the federal bench, including 17
in the last two years. While this may not represent a mass exodus, it reflects a dis-
turbing trend nonetheless. To the extent that judges are leaving the bench for more
lucrative paying jobs then, yes, pay levels do pose a threat to retaining talented,
experienced judges. Low pay levels also discourage some well-qualified candidates
from seeking and accepting appointment to the federal bench. The strength of our
Judiciary is largely determined by the quality of our judicial officers, so the
unattractiveness of federal judicial pay is a concern.

Pay erosion is also affecting diversity on the bench. If only the extremely wealthy
can afford to accept an appointment, or only those who are appointed from within
government service, we will lose diversity on the federal bench.

The Framers of our Constitution saw judicial independence as linked to life ten-
ure. Time has verified their wisdom. Federal judges have historically been scru-
pulous about adhering to the rule of law and excluding extraneous and inappro-
priate factors from their decision-making. Chronically low pay levels threaten to cre-
ate a Judiciary in which judges worry about what their next job will be and whether
litigants will be in a position to affect their future careers, which would jeopardize
judicial independence and public confidence in an independent Judiciary. This would
be a Judiciary far different from that envisioned by the Framers and one with fewer
institutional protections against inappropriate influences. I do not believe that it is
desirable to test our constitutional system by paying judges inadequately.

Question. In its 1995 Long Range Plan for the Federal Courts, the Judicial Con-
ference recommended giving credit toward retirement benefits for years served as
bankruptcy and magistrate judges when such judges are elevated to the Article III
bench. Do you believe that bankruptcy and magistrate judges’ current inability to
receive retirement credits is a disincentive for qualified, experienced bankruptcy and
magistrate judges to seek promotion to the District Court?

Answer. It could possibly be a disincentive for bankruptcy judges and magistrate
judges to seek Article III judgeships because the years they served in those positions
would not be credited towards meeting Article III retirement eligibility. Article III
judges must satisfy the “rule of 80,” that is, pursuant to 28 U.S.C. §371(a), (b) and
(c), an Article III judge may not retire from office or take senior status until the
judge reaches age 65 with a minimum of 15 years of Article III service.

Bankruptcy judges and magistrate judges are not required to satisfy the “rule of
80” provision. Therefore, depending on the age of the bankruptcy judge or mag-
istrate judge, he/she may be able to retire earlier if he/she remains in that capacity.
Under the Judicial Retirement System (JRS), a bankruptcy or magistrate judge can
retire on an annuity after eight years of service, payable at age 65. For example,
a bankruptcy judge or magistrate judge appointed at age 50 will have vested in a
JRS annuity at age 58 equal to 8/14 (57 percent) of the salary of the office (payable
at age 65); and that same judge would receive a full salary JRS retirement at 65.
If that same judge were elevated to an Article IIT judgeship at age 58, he or she
would not be entitled to an Article III “rule of 80” retirement until age 69 when
the age and years of service total at least 80. If that judge were allowed to receive
credit for his or her 8 years of bankruptcy judge or magistrate judge service, that
judge would be entitled to “rule of 80” retirement at age 65 instead of 69.

QUESTIONS SUBMITTED BY SENATOR SAM BROWNBACK

Question. Your revised fiscal year 2008 budget submission does not request re-
sources for additional staff. Do you feel that you currently have the appropriate
number of staff to address your workload?
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Answer. No, the Judiciary does not have the appropriate number of staff to ad-
dress current workload. The steady workload growth in recent years has not been
matched with the staffing resources needed to keep up with that workload. Between
fiscal years 2001 and 2006 the courts’ aggregate caseload increased by 23 percent
while staffing resources increased by only 1 percent.

The Judiciary’s staffing formulas indicate that an additional 2,000 staff are re-
quired in order for clerks and probation offices to be staffed fully. However, because
of the late enactment of appropriations and uncertainty about whether funding will
be available in the subsequent year to pay newly hired staff, court managers have
been reluctant to hire. This also contributes to the widening gap between workload
and staffing resources. The Judiciary has sought to narrow the gap between staffing
levels and workload through the implementation of automation and technology ini-
tiatives, improved business practices, and cost-containment efforts, but has not been
able to close it entirely.

The $20 million provided in fiscal year 2007 will enable the courts to hire about
200 new staff to meet workload demands. However, because full-year fiscal year
2007 funding was not made available to the courts until six months into the fiscal
year, and given the lead time it takes to recruit and hire, all $20 million cannot
be obligated during fiscal year 2007. We have therefore set aside in reserve the re-
maining $14.3 million (the $20 million less $5.7 million for new staff in the 2007
plan) so that funding will be available in fiscal year 2008 for courts to continue to
fill these positions.

The fact that the courts’ workload has begun to stabilize provides the Judiciary
an opportunity to use this funding to partially close the gap between current staff-
ing levels and workload.

Question. Given the reduced bankruptcy filing levels over the past 18 months,
why d;)es the 2008 Budget Request not reflect a staffing reduction in bankruptcy
courts?

Answer.

Workload Per Case Is Increasing

Although bankruptcy filings are down, by virtue of the law’s design, case manage-
ment under Bankruptcy Abuse Prevention and Consumer Protection Act (BAPCPA)
of 2005 is more complex and time consuming. Court staff are needed to ensure that
new requirements mandated by the law to weed out fraudulent debtors and improve
the bankruptcy process are being met. Preliminary data from a sampling of courts
indicates that per-case work has increased significantly under the new law. Such
work not only reflects case management activity related to new requirements, such
as means testing for Chapter 7 eligibility, but also to an increased number of mo-
tions, orders, and noticing requirements.

Despite the drop in filings, bankruptcy court staff continue to make more than
one million docket entries per month and provide quality control checks for one mil-
lion additional entries generated electronically by attorneys. These figures reflect
the results of an initial court sampling of data regarding workload. That data indi-
cates that, under BAPCPA, the number of motions filed per case has increased by
59 percent; more specifically, motions for relief from stay has increased by 73 per-
cent; court orders, by 35 percent, and Chapter 13 cases, the most work intensive
cases, by 50 percent.

Pending more definitive information, regarding both filing projections as well as
workload analyses, the Judiciary must proceed cautiously to ensure that it protects
the needs of the bench, bar, and public. Downsizing of the magnitude that could be
required in the bankruptcy clerks’ offices could be expensive to conduct as well as
disruptive to court services. Once separated, those staff (and their highly specialized
electronic case management skills) would not be easily replaced to meet any future
upturn in filings. The Judiciary would not only lose its personnel training invest-
ment, it would also incur huge severance pay requirements. In the mean time, the
courts would not be in a position to address an upswing in filings, especially given
the extra work required to carry out the mandates of the law.

Future Filing Trends Still Uncertain

Eighteen months after implementation of the BAPCPA of 2005, experts still can-
not agree on its future impact. Bankruptcy filings for March 2007 were 74,000, the
highest since the bankruptcy reform legislation went into effect in October 2005 al-
though based on historical trends March is typically a high filing month.

The Judiciary also recognizes that the root causes of bankruptcy—job loss, busi-
ness failure, medical bills, credit problems, and divorce—were not affected by the
law and are expected to continue to be the primary drivers of caseload. Moreover,



107

economic reports continue to advise that leading indicators of bankruptcy, such as
personal debt, late credit card payments, and mortgage foreclosures, are on the rise.
Question. What actions are you taking to align resources more closely with work-
load?
Answer.

Work Measurement Begins Summer 2007

To quantify workload changes under Bankruptcy Abuse Prevention and Consumer
Protection Act of 2005 and align resources accordingly, the Judiciary will be con-
ducting an extensive new work measurement process for the bankruptcy courts this
summer. That measurement will be used to develop a new staffing formula for allo-
cating bankruptcy resources in fiscal year 2009.

Until that time, the situation will be monitored carefully and contingency plans
developed for implementation beginning in fiscal year 2008 if filings do not show
a distinct upward trend by summer 2007.

Transition Planning In Progress

For each of the past five years, the bankruptcy clerks program has been
downsizing to reflect its increased reliance on electronic filing as well as budget re-
alities. In the process, the program has shed nearly 900 full-time equivalent, on-
board employees, about 17 percent of the workforce.

From June through September 2007, various Judicial Conference committees will
be considering proposals to continue the gradual reduction in the bankruptcy courts
as warranted by filings and (pending the work measurement study) the Judiciary’s
best professional judgment as to workload. The process must be managed in a way
S0 as to minimize impacts on bankruptcy court operations and staff.

Question. We recently received a draft copy of the NAPA study that was directed
in the fiscal year 2006 appropriations bill.

What is the Judiciary’s reaction to the findings and conclusions?

Answer. The Administrative Office has also received a draft copy of the study and
is in the process of preparing agency comments. These comments will be provided
to NAPA for its consideration in finalizing the report.

The Administrative Office is pleased with the report’s finding that the Judiciary’s
budget formulation and execution activities reflect sound stewardship of federal
funds and its recognition of improvements in the space area, including our relation-
ship with GSA.

Some of the areas addressed in the report (program based budgeting and long-
range planning) are issues that the Judiciary has given considerable thought to in
the past and the Judiciary welcomes the opportunity to have discussions about them
again, taking into account the insights presented in the NAPA report.

Question. What actions do you plan to take in the future in response to the study?

Answer. Once we receive a final report, the Judicial Conference Committees will
consider the recommendations specific to their areas of jurisdiction. Depending on
when the report is received, this could take place either at the summer 2007 meet-
ings or the following winter meetings. We expect a final report in June 2007. Ulti-
nziatelydthe Judicial Conference will determine if and how the recommendations are
adopted.

Question. Please discuss your post-conviction supervision program.

How do you determine the services and support supervisees require and receive,
including education, job training, and treatment?

Answer. In most cases, an offender’s needs have been identified well before super-
vision begins, either at the pretrial or presentence stage of the Federal criminal jus-
tice system. The presentence report and the resulting sentencing document identify
treatment, educational, employment, and other needs that will most likely have as-
sociated special conditions of the supervision term.

Following an offender’s placement on probation or release from an institution, the
probation officer works with the offender to assess the offender’s risks, needs and
strengths to prepare an individualized comprehensive supervision plan. Not all of-
fenders require the same level of supervision to reach this goal. It is the officer’s
job to distinguish among them and to implement supervision strategies that are ap-
propriately matched with the offender’s risks, needs and strengths.

If substance abuse or mental health treatment conditions are ordered, the officer
will either conduct an informed assessment or direct the person to undergo a clinical
assessment performed by a professional treatment provider. If treatment is nec-
essary, the officer refers the offender to a treatment program tailored to his needs.
Treatment is part of the overall supervision objectives and strategies for the case.
The officer monitors the offender’s progress in treatment and collaborates with the
treatment provider to further the offender’s chances for success on supervision.
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If the offender is unemployed, the officer determines factors contributing to the
situation. Often, officers will assist offenders in finding employment or vocational
training programs. Officers maintain contact with employers and educators as nec-
essary to support the offender in meeting his supervision objectives. Many districts
have implemented formal employment programs in cooperation with other agencies,
such as the Department of Labor, Bureau of Prisons, local one-stop centers, state
employment agencies, and local social service agencies to assist offenders in secur-
ing and maintaining meaningful employment. Many probation offices hold job fairs
in their communities especially geared toward ex-offenders.

If, during the period of supervision, an officer identifies educational, vocational or
treatment needs for which there is no court-ordered special condition requiring the
offender participation in the program(s), the officer will petition the court to modify
the release conditions accordingly. A court-ordered special condition allows the offi-
cer to leverage sanctions if the offender does not comply with the condition. In many
cases, the backing of the court will induce the offender to achieve the necessary
skills and/or treatment necessary to succeed on supervision and beyond. All of the
above interventions, in addition to individualized professional care and concern, con-
tribute toward the goal of increasing the likelihood of success on supervision.

Question. Do you have any data on education levels of people under supervision
and do you ensure that supervisees receive a GED if needed?

Answer. If education is identified as a need for an offender who never completed
high school, the officer may identify obtainment of a GED as a supervision objective.
If so, the officer assists the offender in enrolling in a local educational program. The
officer continually monitors the offender’s progress in this type of program, as well
as in many others, intended to enhance the offender’s success on supervision and
beyond.

The table below provides data on education levels of people under supervision. It
reflects cases received for post-conviction supervision in fiscal year 2006, with edu-
cation level reported.

Education Level Number Percent

No Education 478 1
Elementary 3,014 6
Some High School 12,726 27
GED 7,004 15
High School Diploma 10,843 23
Vocational Degree 487 1
Some College 9,471 20
College Graduate 3,183 70
Post-Graduate 175 2

Total 47,981 100

Source: National PACTS Reporting Database.

Question. The Judiciary’s fiscal year 2007 financial plan and updated 2008 re-
quest both include rent reductions.

What additional actions is the Judiciary taking to reduce rent?

Answer. The Judiciary has achieved significant rent savings through its rent vali-
dation project. This initiative originated in our New York courts where staff spent
months scrutinizing GSA rent bills and found rent overcharges. The cumulative ef-
fect of this discovery was savings and cost avoidance over three fiscal years totaling
$30 million. The Administrative Office expanded this effort nationwide by training
all circuit executive offices to research and detect errors in GSA rent billings. Al-
though it is quite time consuming, detailed reviews of GSA rent billings are now
a standard business practice throughout the courts. Through the rent validation ef-
fort we recently identified additional overcharges totaling $22.5 million in savings
and cost avoidance over three years. Total savings have been $52.5 million. GSA has
been very responsive to correcting billing errors that we bring to their attention. By
identifying and correcting space rent overcharges we are able to re-direct these sav-
ings to other Judiciary requirements, thereby reducing our request for appropriated
funds.

Question. In particular, a GAO report issued last year identified several opportu-
nities for the Judiciary to reduce its space usage and therefore its rent costs. What
hag the Judiciary done in response to that report?

nswer.
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GAO Recommendation #1

Work with GSA to track rent and square footage trend data on an annual basis
for the following factors: (1) rent component (shell rent, operations, tenant improve-
ments, and other costs) and security (paid to the Department of Homeland Secu-
rity); (2) judicial function (district, appeals, and bankruptcy); (3) rentable square
footage; and (4) geographic location (circuit and district levels). This data will allow
the judiciary to create a better national understanding of the effect that local space
management decisions have on rent and to identify any mistakes in GSA data.

Actions Taken By the Judiciary

The Judiciary is continuing its efforts to obtain from GSA more specific informa-
tion with regard to its rent bills that will aid the judiciary in assigning costs to its
various components. This effort has been quite time consuming as it requires GSA
to remeasure its space and reclassify the information in GSA’s database according
to its type, e.g., district court courtrooms and chambers, clerk’s office space, librar-
ies, etc.

The Judiciary is also continuing its national rent validation initiative to identify
mistakes in GSA data. This program has two phases that are moving forward on
separate but parallel tracks. Thus far, the Judiciary has received $52.5 million in
rent credits and cost avoidance for both current and prior fiscal years.

GAO Recommendation #2

Create incentives for districts/circuits to manage space more efficiently. These in-
centives could take several forms, such as a pilot project that charges rent to the
circuits and/or districts to encourage more efficient space usage.

Actions Taken By the Judiciary

On March 14, 2006, the Judicial Conference approved, in concept, the establish-
ment of an annual budget cap for space rental costs. The budget cap will require
that local decision-makers balance competing space requests at the circuit level, so
that circuit judicial councils may prioritize their space planning.

Until the implementation methodology for the rent budget cap is established
(which is anticipated to be approved by the Judicial Conference in September 2007),
the Judiciary has a budget check process in place that applies to any prospectus or
non-prospectus space request that has the potential to affect rent. Every such
project must be approved by the Judicial Conference of the United States before it
can proceed.

GAO Recommendation #3

Revise the Design Guide to: (1) establish criteria for the number of appeals court-
rooms and chambers; (2) establish criteria for space allocated for senior district
judges; and (3) make additional improvements to space allocation standards related
to technological advancements (e.g., libraries, court reporter spaces, staff efficiency
due to technology) and decrease requirements where appropriate.

Actions Taken By the Judiciary

Over the last two years, the Judicial Conference of the United States approved
multiple reductions to the space standards set forth in the U.S. Courts Design
Guide that have reduced staff office sizes and chambers space for senior, district,
appellate, bankruptcy and magistrate judges. In addition, the Committee on Space
and Facilities plans to consider the criteria for the number of appeals courtrooms.
Finally, the Judicial Conference approved technical amendments including reduc-
tions in atrium, lighting, and HVAC systems that will result in cost savings.

As to the impact of electronic filing on court space, the judiciary has reduced De-
sign Guide requirements for some of the clerk’s office space, including intake areas
and records storage, due to the impact of the electronic case filing/case management
system and has reduced the library space by 13 percent due to reductions in law-
book collections.

SUBCOMMITTEE RECESS

Senator DURBIN. I thank you for your attendance today. And the
subcommittee hearing is recessed.

[Whereupon, at 4:15 p.m., Wednesday, March 21, the sub-
committee was recessed, to reconvene subject to the call of the
Chair.]
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Senator DURBIN. Good afternoon. This meeting of the Senate Ap-
propriations Subcommittee on Financial Services and General Gov-
ernment will come to order.

We continue our budget hearings today with the Department of
the Treasury. We welcome Secretary Henry Paulson to the hearing,
along with his associates and my colleagues, who will be joining
me, I'm sure, after the rollcall vote. I apologize for the delay in be-
ginning, but we scheduled rollcalls and it changed our timing.

This is a budget hearing for the Treasury Department. We'll
defer most of the questions pertaining to the Internal Revenue
Service (IRS) until April 18, when Commissioner Everson will ap-
pear. The IRS represents 90 percent of the Treasury budget, in
terms of actual dollars; the remaining 10 percent contains some
very critical activities and programs, which we’ll talk about today.

I was pleased, during consideration of the recent continuing reso-
lution, we were able to provide some additional funds for the De-
partment. We do have a budget request for next fiscal year from
the Treasury, of about $12.140 billion, an increase of $514 million,
or 4.4 percent. Excluding the IRS, the request for the remainder of
the Department is $1.45 billion, a net increase of $16 million over
the last fiscal year, or 1.5 percent. This appears, at first glance, to
be a very tight budget for the Treasury Department.

I have a number of areas of concern, which I will save for the
question period. It is now my pleasure to welcome the Secretary to
the hearing.

(111)
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Mr. Secretary, the floor is yours.
STATEMENT OF HENRY M. PAULSON, JR.

Secretary PAULSON. Mr. Chairman, thank you very much.

I've submitted a longer statement for the record. I had a shorter
statement that I was going to read, and I just think, in the interest
of brevity, what I'll do is, I'll just read two paragraphs of the short-
er statement and submit that for the record also, because, as you
know, and as you’ve said, Treasury has a broad and important role
in maintaining the economic and national security of this Nation
and ensuring the effective operation of the Government, and I'm
continually impressed with the caliber of professionalism of Treas-
ury’s employees, particularly the career staff, who carry out this
work every day.

Now, we have established four priorities in this budget for next
year: maintaining the growth and competitiveness of the U.S. econ-
omy for the benefit of all our workers and families; investing in tax
enforcement and taxpayer services, because it is important that in-
dividuals and business pay what they owe; promoting strong eco-
nomic ties and balanced trade relationships with foreign nations,
including China; and continuing our important contribution to the
war on terror by choking off terrorist financing and other illicit ac-
tivities.

PREPARED STATEMENT

Senator DURBIN. Without objection, your entire statement will be
made part of the record.

Secretary PAULSON. Good.

[The statement follows:]

PREPARED STATEMENT OF HENRY M. PAULSON, JR.

Chairman Durbin, Senator Brownback, and members of the subcommittee. Thank
you for the opportunity to appear before you today to discuss the President’s Fiscal
Year 2008 Budget for the Department of the Treasury.

I am pleased to be here today to provide an overview of the President’s Budget
for Treasury in fiscal year 2008. The President’s Fiscal Year 2008 Budget reflects
the Department’s budget priorities and dedication to promoting economic growth
and opportunity, strengthening national security, and exercising fiscal discipline.

The 512.1 billion request focuses resources on key programs necessary to promote
economic growth, fund the activities of the Federal Government and effectively fight
the war on terror. The request is $523 million above the amount provided by the
fiscal year 2007 funding level, a 4.5 percent increase. By collecting the revenue due
to the Federal Government and working to reduce illicit threats to the financial sys-
tem, the Department of the Treasury contributes to the financial integrity of the
United States.

Treasury has a primary role as steward of the U.S. economic and financial sys-
tems, including the role of the United States as an influential participant in the
international economy. Treasury promotes financial and economic growth at home
and abroad. Treasury also performs a critical and far-reaching role in national secu-
rity. The Department battles national security threats by coordinating financial in-
telligence, targeting and imposing sanctions on supporters of terrorism, narcotics
traffickers, and proliferators of weapons of mass destruction, improving the safe-
guards of our financial systems, and promoting international relationships to com-
bat the financial underpinnings of terrorist and other criminal networks.

Managing these complex tasks requires expanded capabilities. Fully funding the
President’s Fiscal Year 2008 Budget request will allow the Treasury Department to
continue and improve its ability to study, recommend, and support initiatives that
strengthen the U.S. economy, create more jobs for Americans, and enhance citizens’
economic security. The Department will actively work to protect the security of pen-



113

sions, reform Social Security, and improve the Federal income tax system by pro-
viding timely, usable, and comprehensive analyses that advance the policy process.

PROMOTING ECONOMIC GROWTH, SECURITY AND OPPORTUNITY

The Treasury Department works diligently to fulfill its role as the administra-
tion’s chief economic advisor. We strive to provide the President with the best infor-
mation available on a broad range of domestic and international economic issues.
Treasury’s Offices of International Affairs, Tax Policy, Economic Policy, and Domes-
tic Finance support this role through the provision of technical analysis, economic
forecasting, and policy guidance on issues ranging from federal financing to respond-
ing to international financial crises. The Treasury Department supports policies that
stimulate U.S. economic growth, strengthen and modernize entitlement programs,
and minimize regulatory burdens while ensuring the safety and soundness of finan-
cial institutions.

The fiscal year 2008 budget request funds Treasury’s efforts to promote domestic
and international economic growth through financial diplomacy. Treasury stimu-
lates economic growth and job creation by working to open trade and investment,
encouraging growth in developing countries, and promoting responsible policies re-
garding international debt, finance, and economics. Treasury supports trade liberal-
ization and budget discipline through its role in negotiating and implementing inter-
national agreements pertaining to export subsidies. These agreements open mar-
kets, level the playing field for U.S. exporters, and provide effective subsidy reduc-
tions that save the U.S. taxpayer millions of dollars annually. Since 1991, cumu-
lative budget savings from these arrangements are estimated at over $10 billion.
The growth of these activities makes it necessary to enhance policy coordination and
resources through the addition of regional experts. Treasury’s fiscal year 2008 budg-
et request provides additional staff to support key policy dialogues around the globe.
These experts will enhance policy coordination on international matters and will
support key policy dialogues with priority countries like China.

Treasury also remains committed to protecting the homeland from international
investments that may threaten our national security. The Committee on Foreign In-
vestment in the United States (CFIUS) is an interagency group responsible for in-
vestigating the national security implications of the merger or acquisition of U.S.
companies by foreign persons. One of my key responsibilities as Secretary is to chair
this committee, and to make sure that the interagency CFIUS process performs as
efficiently as possible. As foreign investment in the United States has increased, so
has the number of cases reviewed by CFIUS. As a result, the fiscal year 2008 budg-
et request provides additional resources to support Treasury’s investigations of for-
eign investments.

The President’s fiscal year 2008 request for Treasury also includes $28.6 million
for the Community Development Financial Institutions (CDFI) fund. CDFI fund’s
mission is to expand the capacity of financial institutions to provide credit, capital,
and financial services to underserved populations and communities in the United
States. In order to ensure that the CDFI program continues to operate in the most
efficient and effective manner, Treasury is proposing to phase out the CDFI Bank
Enterprise Awards (BEA) program in 2008. There is no evidence that the BEA pro-
gram improves economic development, and we believe that the program’s goals are
better served through other CDFI fund activities.

STRENGTHENING NATIONAL SECURITY

The sponsorship of terrorism and potential acquisition of weapons of mass de-
struction (WMD) by rogue regimes and non-state entities represent grave threats to
U.S. national security and the security of all free and open societies. Terrorists,
WMD proliferators and other non-state threats require support networks through
which money and material flow. The Treasury Department draws on financial and
other all-source intelligence, and also works to utilize its unique regulatory and law
enforcement authorities, to combat national security threats and safeguard the fi-
nancial system.

The Department’s Office of Terrorism and Financial Intelligence (TFI) provides fi-
nancial intelligence analysis, develops and implements systems to combat money
laundering and terrorist financing, administers the Bank Secrecy Act, and admin-
isters and enforces the U.S. Government’s economic sanctions programs.

Treasury exercises a full range of intelligence, regulatory, policy, and enforcement
tools in tracking and disrupting terrorists’ support networks, proliferators of weap-
ons of mass destruction, rogue regimes, and international narco-traffickers, both as
a vital source of intelligence and as a means of degrading their ability to function.
Treasury’s actions include:
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—Freezing the assets of terrorists, proliferators, drug kingpins, and other crimi-
nals and shutting down the channels through which they raise and move
money;

—cutting off corrupt foreign jurisdictions and financial institutions from the U.S.
financial system,;

—developing and enforcing regulations to reduce terrorist financing and money
laundering;

—tracing and repatriating assets looted by corrupt foreign officials; and

—promoting a meaningful exchange of information with the private financial sec-
tor to help detect and address threats to the financial system.

The fiscal year 2008 President’s Budget will enable Treasury to enhance these ca-
pabilities. Treasury requests funding for investments to further the Department’s
national security mission in three critical areas. First, this budget, if enacted, will
enable Treasury to expand its capacity to identify potential national security threats
and to enforce U.S. policies to counter those threats. Next, Treasury will enhance
the information technology and physical infrastructure of TFI and its component bu-
reaus and offices to improve data security, access, and quality. Finally, the budget
would provide funds to help integrate TFI's Office of Intelligence Analysis into the
broader intelligence community.

Specifically, this request includes an additional $5.3 million to respond to emerg-
ing national security threats, provide strategic policy coordination in regions key to
the fight against terrorist financing, and to enhance implementation of sanctions
against state sponsors of terrorism and WMD proliferation. The request also in-
cludes $8.1 million for infrastructure and information technology projects to enhance
data access, security, and quality, including construction of a Sensitive, Compart-
mented Information Facility (SCIF), stabilization and maintenance of the Treasury
Foreign Intelligence Network, and the Critical Infrastructure Protection program.
Finally, $1 million is requested for initiatives to further Treasury’s integration into
the broader intelligence community.

The Financial Crimes Enforcement Network (FinCEN) is responsible for admin-
istering the Bank Secrecy Act (BSA). The fiscal year 2008 budget request provides
funding to strengthen recovery capability for mission-critical information technology
systems and emergency operation capabilities; and improve information technology
planning and oversight.

MANAGING U.S. GOVERNMENT FINANCES

The Treasury Department manages the Nation’s finances by collecting money due
the United States, making its payments, managing its borrowing, investing when
appropriate, and performing central accounting functions. Key priorities in man-
aging the government’s finances include maximizing voluntary compliance with tax
laws and regulations, continually improving financial management processes, and fi-
nancing the government at the lowest possible cost over time. The fiscal year 2008
budget request provides the funding necessary to properly administer these func-
tions.

Collecting Taxes

Collecting taxes in a fair and consistent manner is a core mission of the Treasury
Department. Treasury’s priorities in tax administration are enforcing the Nation’s
tax laws fairly and efficiently while balancing taxpayer service and education to pro-
mote voluntary compliance and reduce taxpayer burden. In an effort to maximize
tax compliance, the fiscal year 2008 budget includes $11.1 billion for the IRS, which
is an increase of $498 million above the amount provided in the fiscal year 2007
funding levels.

The fiscal year 2008 budget request provides funding to enhance coverage of high-
risk compliance areas, as well as to address the tax gap, which represents the an-
nual difference between taxes owed and taxes collected, including a multi-year re-
search effort that will provide continuous feedback on noncompliance. Enforcement
will focus on critical reporting, filing, and payment compliance programs, and high-
light abusive tax avoidance transactions and high income individual examinations
involving pass-through entities (e.g., partnerships and trusts). The IRS will also con-
tinue to reengineer its examination and collection procedures to reduce audit time,
increase yield, and expand coverage. As in fiscal year 2006 and fiscal year 2007, the
administration proposes to include IRS enforcement increases as a Budget Enforce-
ment Act program integrity cap adjustment.

The IRS will continue efforts to improve services offered to taxpayers, primarily
focusing on those outside of traditional telephone access. For example, the fiscal
year 2008 request provides funding to expand the Volunteer Income Tax Assistance
program. The IRS will also implement the Taxpayer Assistance Blueprint, a 5 year
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strategic plan to deliver taxpayer service; a collaborative effort of the IRS, the IRS
Oversight Board, and the National Taxpayer Advocate.

Finally, the fiscal year 2008 request will allow the IRS to make critical IT infra-
structure upgrades. IRS will continue to invest in technology, process improvements,
and training to achieve consistent quality service with reduced costs. The budget
also includes funding for the IRS’s Business Systems Modernization program, which
is designed to provide IRS employees the tools they need to continue to administer
and improve both service and enforcement programs.

The President’s budget also includes a number of legislative proposals intended
to improve tax compliance with minimum taxpayer burden. Once implemented, it
is estimated that proposals will generate $29 billion over 10 years. These proposals
are presented in detail in the fiscal year 2008 Department of the Treasury Blue
Book. The legislative proposals fall into four categories: expand information report-
ing, improve compliance by businesses, strengthen tax administration, and expand
penalties.

Treasury’s Alcohol and Tobacco Tax and Trade Bureau also collects excise taxes
on alcohol, tobacco, firearms, and ammunition. In fiscal year 2006, the bureau col-
lected $14.8 billion in excise taxes, interest, and other revenues on these products
and also regulates the manufacture of alcohol and tobacco products.

Ensuring Efficient Fiscal Service Operations

The fiscal year 2008 budget request provides the funds necessary for Treasury to
meet its responsibilities as the Federal Government’s financial manager.

Treasury’s management of the Federal Government’s finances includes making
payments, collecting revenue, preparing public financial statements and collecting
delinquent debt owed to the Federal Government through the Financial Manage-
ment Service (FMS). Treasury oversees a daily cash flow in excess of $58 billion and
disburses 85 percent of all federal payments. The Department is working to improve
its payments and collections processes by moving toward an all-electronic Treasury.
In fiscal year 2006, Treasury issued 742 million electronic payments including in-
come tax refunds, Social Security benefits, and veterans’ benefits. Treasury is also
encouraging Social Security and Supplemental Security Income recipients to switch
to Direct Deposit through the Go Direct campaign. Direct deposit represents a cost
savings to the Federal Government, and consequently to the American taxpayer, of
80 cents per transaction compared to a check payment.

Treasury’s Bureau of the Public Debt manages all of the public debt, which in-
cludes marketable securities, savings bonds, and other instruments held by State
and local governments, federal agencies, foreign governments, corporations, and in-
dividuals. To improve debt management and offer better customer service, Treasury
offers TreasuryDirect, an electronic, web-based system that electronically issues se-
curities to retail customers and enables investors to manage their accounts on-line.

The budget also includes three legislative proposals for FMS that are estimated
to save the Federal Government over $3 billion over 10 years. These proposals will
allow the government to trace and recover federal payments sent electronically to
the wrong account, eliminate the 10-year limitation on the collection of delinquent
non-tax federal debts, and remove the disincentive for the IRS to refer tax debts to
FMS for collection.

STRENGTHENING FINANCIAL INSTITUTIONS

One of the principal objectives of the Treasury Department is to enable commerce.
The Department is responsible for the safety and soundness of national banks and
federally-chartered savings associations. The Treasury Department also produces
the coins and currency needed for commerce, and guards against counterfeiting and
other misuse of our money. While the Office of the Comptroller of the Currency
(OCC), the Office of Thrift Supervision (OTS), the U.S. Mint (Mint), and the Bureau
of Engraving and Printing (BEP) are funded through direct annual appropriations,
their contribution to Treasury’s mission cannot be understated.

Treasury, through OCC and OTS, maintains the integrity of the financial system
of the United States by chartering, regulating, and supervising national banks and
savings associations. In fiscal year 2006, OCC and OTS oversaw financial assets
held by these financial institutions totaling $8.1 trillion.

The Mint and BEP are responsible for producing the Nation’s coins and currency,
respectively. In fiscal year 2006, the Mint and BEP produced 16.2 billion coins and
8.2 billion paper currency notes, respectively. The Mint issued five new quarters for
the 50 State Quarters program and BEP introduced the new $10 currency note into
circulation. Also, despite significant increases in the price of metals, the Mint was
able to return $750 million to the Treasury General Fund in fiscal year 2006.
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Managing Treasury Effectively

Treasury is committed to using the resources provided by taxpayers in the most
efficient manner possible. The Department will drive improved results through deci-
sion-making that considers performance and cost. The Treasury Department strives
to serve its stakeholders in the most effective way while working to leverage re-
sources across the Department and across government.

Funding requested in Treasury’s departmental offices and Department-wide Sys-
tems and Capital Investments Program (DSCIP) is sought for building a strong in-
formation technology infrastructure, ensuring that Treasury remains a world-class
organization that meets the President’s standard of a citizen-centered, results-ori-
ented government.

The DSCIP account funds technology investments to modernize business processes
throughout Treasury, helping the Department improve efficiency. In fiscal year
2008, Treasury requests $18.71 million for ongoing modernization and critical infor-
mation technology infrastructure projects, and for investment in other new tech-
nologies that will improve efficiency and service to the American people. The budget
request includes:

—$6 million to begin work on a Treasury-wide Enterprise Content Management
System. The initial system will meet the business requirements of the Office of
Foreign Assets Control and the Financial Crimes Enforcement Network;

—$2dmilli0n for the continued stabilization of the Treasury Secure Data Network;
an

—$4 million to improve Treasury’s FISMA performance, strengthen the Depart-
ment’s overall security posture, leveraging the President’s management agenda,
including the E-Government initiatives, across the Department.

This budget request also includes funding for the Office of the Inspector General
and the Treasury Inspector General for Tax Administration. These offices play im-
portant oversight roles in the overall management of the Department and the fair
administration of the Nation’s tax laws.

CONCLUSION

Mr. Chairman, thank you again for the opportunity to come here today to discuss
with you and the committee the President’s Fiscal Year 2008 Budget request for
Treasury. I look forward to working with you and the members of the committee
in ensuring that Treasury maximizes its resources and funding so that the Amer-
ican people can be assured that their tax dollars are being used in the most effective
way possible. I would be more than happy to answer any questions.

COMMUNITY DEVELOPMENT FINANCIAL INSTITUTIONS PROGRAM

Senator DURBIN. Let me zero in on a few issues that I think I'd
like to raise.

The first relates to the community development financial institu-
tions (CDFI). Since its inception, CDFI has sought to increase the
availability of credit, investment capital, and financial services to
relatively poor urban and rural communities. The fund pursues
these objectives by augmenting the private resources for invest-
ment in economic development, housing, banking services. It works
with two sets of partners in boosting such investment: private fi-
nancial institutions, certified by the CDFI as community develop-
ment financial institutions, and private equity groups.

Now, the administration’s budget request includes a request for
$28.5 million for this CDFI fund. This is an improvement over last
year’s budget request, but it is a reduction of nearly 50 percent
from the fiscal year 2007 amount of $54.5 million. And $12.2 mil-
lion of your fiscal 2008 request consists of administrative costs
which are necessary, but really don’t provide the capital that we're
talking about for these institutions.

I'd like to ask you—and I'm going to give you just an illustration
of why I think this needs to be discussed. According to the Treas-
ury’s own calculations, every dollar the Federal Government in-
vests in the CDFI funds leads to another $27 in non-Federal fund
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investment. So, meeting the CDFI community request of $100 mil-
lion, instead of the Treasury Department request of $28.5 million,
would cost the Government only an additional $71.5 million, but
would provide needy communities over $1.9 billion. That’s based on
the Treasury’s calculations.

Based on the data provided by the Opportunity Finance Network,
which advocates on behalf of CDFIs, and on calculations made by
my staff, here’s the difference that $1.9 billion into inner-cities,
rural communities, and Native American reservations would mean:
28,000 jobs, 6,000 new businesses, 64,000 extra housing units, and
1,000 new or improved community facility projects. Isn’t that worth
$71 million?

Secretary PAULSON. Mr. Chairman, first of all, thanks for your
question. Second, this is a good program, so we’re not debating
this. As you've pointed out, we increased our request this year, and
did it meaningfully, although below the funded level. It’s something
I've looked at carefully, myself. We’d be happy to work with you on
this. We have a few differences, maybe, on which parts are the
most valuable parts of the program. And so, we can talk about
that. But I agree with your basic assertion that this is a good pro-
gram.

Senator DURBIN. I'm going to get into this a little more with you
directly in conversation——

Secretary PAULSON. Sure.

Senator DURBIN [continuing]. To talk about this, because I think
I've made a point for the record, and you’ve

Secretary PAULSON. We would like

Senator DURBIN [continuing]. Left an opening for further discus-
sion.

Secretary PAULSON. And we’ll work with you—we’ve got someone
new that’s running this. I'd be happy to send her up to work
with——

Senator DURBIN. Good.

Secretary PAULSON [continuing]. Your staff, and would be happy
to get involved, myself.

INFORMATION TECHNOLOGY MANAGEMENT

Senator DURBIN. Thank you.

The inspector general, in his October 16, 2006, memorandum to
you concerning management and performance challenges facing the
Department, indicated that the Department has difficulties in man-
aging large acquisitions of mission-critical systems and other cap-
ital investments. What changes have you made to improve your
performance in managing the Department’s information technology
(IT) projects? Why will this year be better?

Secretary PAULSON. Well, let me say, the report happens to be
right, that there are problems, and there have been problems. And
it’s not easy to correct them all at once. I would say part of them
relate to having the right people in the right jobs. We’re looking for
a new Assistant Secretary of Management, and I think we’re close
to announcing something there. We're also looking for a new CIO
for the Department. And getting those people in place, when we
find them, will be important. But it also takes, I think, an inte-
grated approach to this. Bureau heads and key managers have to
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also buy into this and recognize that managing the IT programs
has got to be part of their day-to-day business. It takes training,
and we've instituted a number of things in the training area. So,
I would say I've been here 8 months; before I came, I had Senator
Bo?ld take me aside and tell me there were problems. And he was
right.

Senator DURBIN. Since you've been here 8 months, and you come
from some of the highest levels of the private sector, it—I don’t
have that same life experience that you've had. I continue to be
puzzled, in Federal agency after Federal agency, why they have
such a difficult time with information technology. Does the private
sector go through the same pain?

Secretary PAULSON. Well, I would say this. In the private sector,
I don’t believe I knew a CEO that said, “I'm really happy with my
IT. T know that I'm spending all the money properly, that we’re
getting and doing everything we should, that it’s working as well
as it should.” And I know, in the company I came from, we felt a
big part of it. The IT professionals, the CIOs, were important, but
every manager had to take responsibility for it, and it couldn’t be
something separate, it had to be part of their business. I know it
is difficult in the private sector when you can offer a lot of money.
I know people work for a lot of things, and one of the things I've
learned since coming here is how hard people work, how Treasury’s
got great people and great career people, and the people that are
filling in, in these jobs right now, are doing a good job. But it is
not easy to find people who are really qualified. And then, the
change of culture to make it work isn’t easy. But I think the Gov-
ernment overall has problems, and to the best of my judgment,
maybe Treasury has a few more problems than some other areas,
but I haven’t been in some of the other areas. But we’re on top of
them, and we're doing everything we can. And I think we’re mak-
ing some progress.

BANK SECRECY ACT DIRECT

Senator DURBIN. Let me move to another issue. In June 2004,
Treasury established the Bank Secrecy Act (BSA) Direct Retrieval
and Sharing Program. This program was designed to make it easi-
er for law enforcement to access and analyze BSA data and to im-
prove our overall data management.

Secretary PAULSON. Right.

Senator DURBIN. On dJuly 13, 2006, the Financial Crimes En-
forcement Network (FinCEN) halted the program due to problems
with its main contractor. Robert Werner, then director of the pro-
gram, testified, in September, that the Financial Crimes Enforce-
ment Network is initiating a replanning effort, in his words, for the
retrieval and sharing component of the Bank Secrecy Act Direct.
Where does this stand, at this point? Tell me about your efforts to
improve the sharing of BSA data between Treasury and law en-
forcement.

Secretary PAULSON. Well, I think we’re making progress. But,
again, this is in some ways, the same answer to the question that
I gave that—in other words, our IT and technology programs
throughout Treasury had issues and weren’t up to snuff. We’ve got
this up and going. I think we’re making progress, in terms of shar-



119

ing information. I think it’s working pretty well. But 'm not going
to tell you that we didn’t have systems problems.

Senator DURBIN. This predates your arrival.

Secretary PAULSON. Right.

Senator DURBIN. This has been an ongoing issue for 4 years. And
we have tried to, with Director Mueller, at the Federal Bureau of
Investigation (FBI), and so many other agencies, Homeland Secu-
rity. I really, kind of, focused on a theme, because I couldn’t exe-
cute it with any personal knowledge, but the theme was to upgrade
information technology and the opportunities for sharing informa-
tion when it came to security and law enforcement. And what
you've just said—I'm not surprised, but it’s the same thing that’s
been said before. And I hope that your expertise in the private sec-
tor will help break through some of these problems.

Secretary PAULSON. We're making progress. I would say this. 1
gave you the negative. The positive is, if I've been surprised on
anything on the upside, it’s been the quality of the professionals—
career professionals who we have at Treasury that are doing this
job. And the work that gets done is first-class work, even when we
don’t have the best systems. And we’re approaching this, and we'’re
determined to make some progress here.

TREASURY FOREIGN INTELLIGENCE NETWORK

Senator DURBIN. I believe you’ve identified the Treasury Foreign
Intelligence Network as your top IT development priority. What’s
the current status of that system?

Secretary PAULSON. I think we’re back on track. It’s operating.
Again, with any of these systems, I'm not going to tell you, with
100 percent certainty, until we get our new Assistant Secretary of
Marlliagement, and our new CIO in place, but we’ve done a bit more
work——

Senator DURBIN. What is the timetable for filling those spots?

Secretary PAULSON. Soon. I think we’re weeks away, knock on
wood, from being able to get an Assistant Secretary of Management
in place, and I think it may take a little bit longer on the CIO.

TERRORIST FINANCING

Senator DURBIN. One of your critical responsibilities relates to
terrorism and financing of terrorism, in the Office of Terrorism and
Financial Intelligence (TFI). They seek to integrate the operations
and resources of the Office of Terrorist Financing and Financial
Crime, the Office of Foreign Assets Control, the Financial Crimes
Enforcement Network, and others. Two basic responsibilities of
TFI, gather and evaluate financial intelligence, and, two, enforce
various financial laws and regulations relative to that intelligence.
What do you see as some of the major challenges facing the Office
of Terrorism and Financial Intelligence?

Secretary PAULSON. First of all, this is a very important area,
and we’ve got first-class people. Part of what we ask for in our
budget is money to build the new SCIF, and to hire and train addi-
tional people, because we've got first-rate individuals that work
very hard, so that is obviously part of it. The team, I believe, works
quite well with others in the intelligence community and, in a
number of programs, we play a support role, working with col-
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leagues at State or elsewhere. I think the teamwork is good there.
But this area, like anything else, comes down to having the right
people in the right jobs, and asking—are they trained well? And
are they thinking creatively? And are they working as part of a
team? You're talking about an area that I think is as well managed
as any area at Treasury, with first-rate professionals.

Senator DURBIN. Mr. Secretary—before I turn it over to my col-
league Senator Allard—there’s an article in yesterday’s Washington
Post; it spoke of private business, such as rental and mortgage
companies, car dealers, checking the names of customers against a
list of suspected terrorists and drug traffickers, made publicly
available by the Treasury Department, sometimes denying services
to ordinary people whose names are similar to those on the list.
The Office of Foreign Asset Control (OFAC) list of specially des-
ignated nationals has long been used by banks and other financial
institutions to block financial transactions of drug dealers and
other criminals, but an Executive order issued by President Bush
after the September 11 tragedy has expanded the list and its con-
sequences in unforeseen ways. Businesses have used it to screen
applicants for home and car loans, apartments, and even exercise
equipment, according to interviews in a report by the Lawyers
Committee for Civil Rights of the San Francisco Bay area. To what
extent is this list put out by the Office of Foreign Asset Control cre-
ating problems for average consumers in this country?

Secretary PAULSON. That’s a very good question, and it’s some-
thing we’ve talked about and had a number of meetings about.
Clearly, these activities that we have to disrupt terrorist financing,
to deal with weapons proliferation, and to deal with other illicit ac-
tivities, are very important. So, we’re very careful, in terms of
when we publish the list, to get the name right and to have the
birth date. And then, what you’re dealing with is this. These sanc-
tions need to be public, and so you’ll have a number of credit bu-
reaus which will take a look at the list and then, if there’s a name
that’s similar or if the name may be the same, but doesn’t have the
same birthday or whatever, they’ll put a flag by it. And then, in
some instances, you’ll find examples of businesses or others that
just don’t want to be bothered, or for whatever reason, aren’t as
careful as they should be in denying credit.

Senator DURBIN. Well, it seems like that would create a pretty
serious hardship on some people—innocent people.

Secretary PAULSON. It does, and it’s something we’re concerned
about. Now, what we do is, we’ve got a hotline that is open 24
hours a day. There are many, many, many calls. And Treasury is
very quick about this. There are people that call because the name
is similar, but not exact, or the name is the same but there’s a dif-
ferent birth date. And these things get answered and get cleared
up very quickly. So, how do we do this, and have you got any
ideas? We ask ourselves, what can we do? We've got people man-
ning these hotlines. There are literally thousands and thousands.
The number that sticks in my mind 1s 90,000 calls over the last
year, which received very quick answers. Whenever you have any
list with sanctions, there’s room for confusion if people don’t use it
properly. And Treasury’s doing everything they can to make sure
it is used properly.
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Senator DURBIN. Let me recognize the Senator from Colorado.

Senator ALLARD. Well, thank you, Mr. Chairman, for holding this
hearing.

I understand, in your opening remarks, you said you’re going to
have a separate hearing on the Internal Revenue Service. And I'm
going to have some questions then, but I do have an opening state-
ment I’d like to have made a part of the record, if we might.

Senator DURBIN. Without objection. We will also insert the state-
ment from Senator Brownback.

[The statements follow:]

PREPARED STATEMENT OF SENATOR WAYNE ALLARD

I would like to thank Chairman Durbin for holding today’s hearing.

The Treasury Department encompasses a number of important responsibilities,
ranging from managing the government’s accounts and the public debt; creating
coins, currency, and stamps; supervising banks and thrifts; managing and pro-
moting the domestic economy; promoting international trade and finance; detecting
and preventing terror finance, money laundering, and other financial crimes; to ad-
ministration of the tax code and collection of taxes owed. The breadth of these re-
sponsibilities perhaps belies the size of the $12.1 billion budget request.

While there are a number of areas of interest within the Treasury Department,
I have the opportunity to delve into many of them on the Banking Committee;
therefore, I intend to use my time today to examine some current practices of the
Internal Revenue Service.

For some time now I have been concerned by increasingly hostile IRS actions to-
wards conservation easements. Colorado has been a national leader in this area, so
it is particularly worrisome to my constituents that the IRS is targeting legitimate
easements for audits. It would appear that the IRS is attempting to dramatically
narrow the number of legitimate conservation easements by applying a standard
that has been struck down by federal courts two different times.

While I support investigation and enforcement of legitimate fraud, we must not
target honest taxpayers, and Colorado’s reputation should not be tarnished. There
is a significant need for conservation easements in Colorado, and a few abuses
should not end the charitable tax credit for everyone.

I have been in communication with the IRS over this matter for some months,
however, I have been very frustrated that I am unable to get answers to my ques-
tions on this matter. Therefore, I will follow up with the Secretary in more detail
during the question and answer period.

I would like to thank Secretary Paulson for appearing before the subcommittee.
I recognize that he has a very busy schedule, so I appreciate his presence and look
forward to his testimony.

PREPARED STATEMENT OF SENATOR SAM BROWNBACK

Good afternoon. I want to thank you, Chairman Durbin, for your leadership of
this new subcommittee. I look forward to working together with you during this
coming year as we make funding decisions and provide oversight to the various
agencies within this subcommittee’s jurisdiction.

Secretary Paulson, thank you for appearing before our subcommittee today. I look
forward to hearing the details of your fiscal year 2008 budget request and the key
efforts that your Department will be undertaking this year.

Looking at the President’s budget, I am pleased that it assumes the continuation
of the President’s tax cuts, which have helped our economy rebound from recession
to its current robust health. I am also pleased that the economy is continuing to
grow steadily and am encouraged that the President’s budget projects a balanced
budget in 2012.

Mr. Secretary, the lion’s share of your budget—approximately 90 percent—is for
the Internal Revenue Service. I understand that you are seeking additional re-
sources to close the so-called “tax gap.” Certainly, we must ensure that taxes which
are owed are collected. However, I remain concerned that our tax system is overly
complex, complicated, and burdensome. Americans spend roughly $157 billion each
year in tax preparation to ensure they do not run afoul of the IRS. The system is
desperately in need of reform. I support a flat tax concept that simplifies tax prepa-
ration, applies a low tax rate to all Americans, and respects the special financial
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burden carried by American families raising children. One reason we have a “tax
gap” may be that our tax system is so complex that taxpayers cannot figure out
what they owe.

Mr. Secretary, I want to commend your Department for its efforts to combat ter-
rorism. Your “Office of Terrorism and Financial Intelligence” is working hard to
safeguard the financial system against illicit use and combating rogue nations, ter-
rorist facilitators, money launderers, drug kingpins, and other national security
threats. This is important work and I am supportive of your efforts in this area.

I understand that the President has asked the Treasury Department to aggres-
sively block U.S. commercial bank transactions connected to the government of
Sudan, including those involving oil revenues, if Khartoum continues to balk at ef-
forts to bring peace to Sudan’s Darfur region.

We know that Sudan’s economy is largely dollar-based, meaning many commercial
transactions flow through the United States. This fact makes Sudan vulnerable to
your Department’s actions. Anticipating Treasury’s actions, there have been reports
that Khartoum is exploring ways of obtaining o1l revenues that do not involve dol-
lars, such as barter deals. Clearly, we have an opportunity here to put greater pres-
sure on Khartoum to enter into peace negotiations. Mr. Secretary, I am whole-
heartedly supportive of these efforts and I would like to hear what actions you plan
to take in the coming weeks and months.

Mr. Secretary, I look forward to hearing your testimony this afternoon. Your De-
partment has an important role as the steward of our financial systems and in pro-
moting our participation in the international economy.
hThank you for your leadership, Mr. Chairman. I look forward to working with you
this year.

TAX ENFORCEMENT

Senator ALLARD. And I do want to ask a few questions related
to the Internal Revenue Service, because it’s an evolving issue in
Colorado, and very important, and that has to do with conservation
easements. The Congress passed some specific legislation providing
for conservation easements, which is an incentive to have open
space, you know, in your State. And what is happening in the State
of Colorado is that the commissioners there, or the enforcers there,
have—seem to be taking enforcement action that’s over and beyond
what’s provided for in the legislation. They’re being—they’re inter-
preting it in a more strict way. It’s, twice, gone to the courts, have
been on—and the Internal Revenue has been overruled in the
courts on two cases. And so, my question is, is why—after they've
been overruled twice in the courts, why they’re continuing to push
this. I hope that you’re aware of this. If you’re not—and, if you are,
somewhat, I'd like to get a response; if not, we can follow up with
this when we’re having the hearing on the Internal Revenue Serv-
ice.

Mr. Secretary, do you have a response to that?

Secretary PAULSON. I'm not familiar with the issue, but I think
you’re right to follow up with Commissioner Everson. I think he
would be the appropriate person to talk with about that.

Senator ALLARD. Well, I hope you have him adequately briefed,
and tell him that I'm going to be waiting for him. And—hope I
don’t have—I hope I can be here, but I'm going to make every effort
to be here, because I think this is really important.

Secretary PAULSON. Good.

Senator ALLARD. And then, also—and it’s not that I don’t think
we ought—shouldn’t be doing more to enforce our tax laws; I think
we ought to be doing more. And I—you know, we’re—there’s ac-
tual—in the budget, more money, with the idea there’s going to be
more strict enforcement on collecting from those who are not pay-
ing their taxes.
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PART PROGRAM

Now, in regard to that, you're familiar with the PART Program?
This is the President’s program, where he asked the agencies to set
up goals and objectives; and then, if you don’t meet those goals and
objectives, or if you don’t even bother to set those up, then there’s
a rating system that goes into that. And that is—you can find that
PART Program rating on the Internet, by the way; you go to—the
ExpectMore.gov—and if you go there, you'll find that there’s one of
your agencies that is rated as ineffective. If you were—if it was a
classroom, that would be an “F.” And it’s the Internal Revenue
Service earned income tax credit compliance (EITC). Have you
looked at that particular program? Why is it ineffective?

Secretary PAULSON. Well, I would, respectfully, disagree, because
this is something that I have looked at and spent some time with.
I have actually spent some time with a number of people in the
House and in the Senate, have gone out to a center, with John
Lewis and Charlie Rangel, and here’s the issue with the EITC.

Senator ALLARD. Now, this is the compliance aspect of EITC.

Secretary PAULSON. I understand that.

Senator ALLARD. Yes.

Secretary PAULSON. I'm going to get to that. And I'm going to say
you should take a look sometime at the form and 53 pages of in-
structions. This is an area where it’s easy to make mistakes. I
sometimes get questions from the other side, which say, “Tell us
why Everson and the IRS have so many people auditing this area,
as opposed to the high net worth.” And, I explain it’s a totally dif-
ferent function. The audit is done from remote locations, and it is
just looking at the forms, and checking for mistakes and errors and
inconsistencies, which is a very different type of function. And it’s
not possible to transfer those people to do other things. So, we're
doing our best. And we have quite an outreach program this year
to help with the education, and we will, hopefully, as we move into
the next tax season, find ways to simplify the form and make it
easier. But, again

Senator ALLARD. Well, I think that’s key. And that was going to
be my next question. You know, we need to—it seems to me like
that needs to be simplified, and, hopefully, that that’s within your
purview to do that, and more clearly define goals and objectives so
people understand where they're going to be, and put it in terms
in which they can be measured.

Secretary PAULSON. Right. And you should ask, when he’s here,
because, he’s spent a lot of time on this, himself—Commissioner
Everson.

Senator ALLARD. Now, there are some programs under your pur-
view that show “results not demonstrated.” And the way those are
explained to me is, those agencies have done nothing, or very little,
to try and set up any measurable goals and objectives. And, in the
Treasury, we have global environment facility of the Internal Rev-
enue Service, healthcare, tax credit administration, Internal Rev-
enue Service tax collection, Tropical Forest Conservation Act—are
just a few that is named—are listed on here. Why aren’t those
agencies—why haven’t they done anything at all to try and comply
with PART? Why is their rating “results not demonstrated?”—and
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that’s what that means, that they haven’t been able to put together
a management objectives program.

Secretary PAULSON. Well, I can’t, again, accept the assertion
that, with these programs or these areas, we don’t have people that
are working to achieve objectives. And if you would like to pick any
of those programs that are of particular interest to you, I'd be
happy to discuss it further and have the people involved come up
and spend some—

Senator ALLARD. Well, they're of interest to me, because I'm on
the Budget Committee and I'm on the Appropriations Committee.

Secretary PAULSON. Right.

Senator ALLARD. And I want to—I want to see taxpayer dollars
spent on programs where we get results that has more

Secretary PAULSON. Right.

Senator ALLARD [continuing]. We don’t want programs out there
running that have empty promises.

Secretary PAULSON. Well, ——

Senator ALLARD. And so, the reason for this whole program is
that we have—the taxpayer dollars are going to programs that cre-
ate measurable results, so that, as policymakers, we—and, as you
know, this is—this evaluation is done by the Office of Management
and Budget (OMB). And I suggest that maybe you sit down with
them, see what you need to be doing, and—I'm just—what I'm try-
ing to do, on this hearing, is to highlight it for you

Secretary PAULSON. Right.

Senator ALLARD [continuing]. So that next year when you come
in, you won’t be—you’ll know that we’ll be looking at these—that
this makes a difference in our thinking.

Secretary PAULSON. Well, let me give you an example, just on
one of the programs, which is the global environmental fund. This
is a multilateral fund that deals with environmental issues. And,
in that case, we, the U.S. Government, have underfunded our re-
quest and our obligation, globally. And so, this is one where I know
we had held back, because we had felt that certain objectives
weren’t being met. This year, we decided to fund it more fully, be-
cause we felt it was appropriate. And so, that’s one. In terms of
how someone in PART did the analysis, I can’t comment on it.

Senator ALLARD. Well

Secretary PAULSON. I can just tell you that we looked very care-
fully at everything we put in the budget.

Senator ALLARD. Well, we get down to the——

Secretary PAULSON. Right.

Senator ALLARD. I mean, I commend you for looking at that and
evaluating it, and maybe it does need more money.

Secretary PAULSON. Right.

Senator ALLARD. And—but it would be interesting, now, to look
at this program, next year, to see if the more money that you put
in there got spent wisely. And if they—and I would hope that, on
these international agencies, that you expect accountability in tax-
payer dollars when they go into them.

Secretary PAULSON. We do. We expect accountability, and there’s
also a point, on some of these things, that, if we want to be global
leaders, and if we want to play the role that people would like us
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to play at some of these multilateral organizations, that we have
to put some money on the table. So, it’s a tradeoff.

ASSISTANT SECRETARY FOR INTERNATIONAL AFFAIRS

Senator ALLARD. Mr. Chairman, I have one more question, if you
have time for that.

Would you like—let’s see, on—the 2008 budget proposed creating
an additional Assistant Secretary in the Office of International Af-
fairs (OTA). Would you comment on why this is necessary, and
azvhat r)this position will be doing now that you’re not currently

oing?

Secretary PAULSON. Yes. This, to me, of all the things to defend,
is the easiest. When I look at the role that I believe you should
want Treasury to play in the world, and I look at the wide variety
of issues that we’re dealing with right now—you know, the stra-
tegic/economic dialogue with China; there’s just a wide variety of
things where we want to play a major role when we’re dealing with
our economic partners around the world—and if a man from Mars
came down and looked at this in today’s world and said, “They’ve
got one assistant secretary in the international area,” and then
looked at the things that this man has on his plate, and the com-
plexity of some of these issues, CFIUS being one of them, you
know, the Committee on Foreign Investment

Senator ALLARD. CFIUS?

Secretary PAULSON. Yes.

Senator ALLARD. The ports.

Secretary PAULSON. Yes. I would just simply say the level and
the complexity of the issues we've got—Europe, Latin America,
Asia—investment issues, trade issues—this is an important job. My
Assistant Secretary for International right now is in Korea, helping
Sue Schwab and her team with some investment provisions in an
FTA they're trying to negotiate. It’s a perfectly reasonable thing for
him to be doing, but there’s three or four other things he’s not
doing because he’s there. And when I look at how other agencies
are staffed, to me, this would be an important job to fill. And the
interesting question, to me, is not why there’s not two, it’s why
there’s maybe not three. So, we went in, and have requested an-
other assistant secretary.

Senator ALLARD. Well, thank you for your responses to my ques-
tions, and we'll follow up on the stuff on Internal Revenue on that
hearing.

PART PROGRAM

I just—on all the—Mr. Chairman, on all these hearings that we
have where we have the Secretaries show up who are in charge of
the various Departments, I'm making an effort to sort of sensitize
everybody to how important the PART Program is, because, as pol-
icymakers here on the congressional side, budget and appropri-
ators, it’s shedding information. And we get particularly concerned,
I think, when we see something that’s rated as ineffective. And if
we—even worse yet, in my mind, is, we see an agency that is not
demonstrating results, which, to me, lacks—shows a lack of effort.

Secretary PAULSON. Let me just make one additional comment.
I do believe we should focus on performance, and we should have
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to justify performance. One of the things I learned in the private
sector, how you measure that performance and who actually meas-
ures the performance, makes the difference. And so, sometimes—
and I'm not making any comment about PART or any other pro-
gram, this is just a general observation. Some of the performance
measurements that I've looked at are not worth the paper they're
printed on. We will take responsibility. We know we need to an-
swer to you, and to others, for performance, and, on any of these
things, we’re just happy to spend the time, and I'm not saying
we’re perfect——

Senator ALLARD. Yes.

Secretary PAULSON [continuing]. Because I found plenty of
issues, but——

S}elznator ALLARD. Well, if that’s the case, I'd hope you’d sit down
with——

Secretary PAULSON. Right.

Senator ALLARD [continuing]. OMB and work that out.

Secretary PAULSON. Right. Right.

Senator ALLARD. Thank you.

Thank you, Mr. Chairman.

Senator DURBIN. Thank you, Senator.

FINANCIAL REPORTING

Mr. Secretary, the Office of Foreign Assets Control and the Fi-
nancial Crimes Enforcement Network have been overwhelmed by a
backlog of financial reports filed by financial institutions, prompted
by a desire to err on the side of caution.

Secretary PAULSON. Right.

Senator DURBIN. The result is said to be an abundance of filings
reporting only nominally suspicious activity or transactions. First,
is this the case? How would you characterize the magnitude of the
backlog there? And what percentage of suspicious activity reports
received are actually examined?

Secretary PAULSON. Well, let me say that this is an area where
one thing I've learned to do is listen. As we look at competitiveness
in the financial services industry, and capital market’s competitive-
ness, one issue we need to look at is regulation, and, is there a cost
benefit? You know, are we putting too many requirements under
its institutions?

Senator DURBIN. So, what do you think?

Secretary PAULSON. This has been an area that has been cited,
and it’s one we’re in the process of looking at right now.

Senator DURBIN. Can you explain to me

Secretary PAULSON. I don’t know what we have—sometimes if
you build a haystack too big, you can’t find the needle. And I’'m not
saying we’ve done that, but we've got a new head of FinCEN, we've
got a very outstanding young man, and he’s got his hands full. But
this is one thing that we will be looking at, at Treasury, and,
again, talking to others at the Fed and elsewhere.

IRAQ THREAT FINANCE CELL

Senator DURBIN. Can you explain to us what the Iraq threat fi-
nance cell is and how it’s operating?
Secretary PAULSON. No, sir.
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Senator DURBIN. I'll give you a chance to respond to that in writ-
ing, if you would, please.

Secretary PAULSON. Yes.

[The information follows:]

IRAQ THREAT FINANCE CELL

The Department of the Treasury broadened its unique intelligence role overseas
through the Baghdad-based Iraq Threat Finance Cell (ITFC). Since its establish-
ment 1n late 2005, the ITFC has paid significant dividends. Co-led by the Depart-
ments of the Treasury and Defense, the ITFC collects, analyzes, and disseminates
timely and relevant financial intelligence to the war-fighter. U.S and Coalition mili-
tary commanders have come to depend on this intelligence to help combat the Iraqi
insurgency and disrupt terrorist, insurgent, and militia financial networks.

FINANCIAL REPORTING

Senator DURBIN. Some critics question whether U.S. economic
sanctions and financial regulation, as you've just said, place too
much burden on financial institutions and international banks
without providing sufficient guidance and training to implement
the measures in a cost-effective way. One estimate from 2003 sug-
gested the annual cost of U.S. anti-money laundering efforts for
businesses was upwards of $7 billion. Do you agree that U.S.
counterterrorist financing efforts have placed too much burden on
the private sector?

Secretary PAULSON. As I said to you, I thought I tried to answer
the question, you know, the first time you asked it—which is that
this is something we’re looking at. There is a cost benefit. We need
to get it right. Those activities are very important, they're critical
to our national security. So, what we need to judge is, is there a
way where we could reduce the burden and get a better, more ef-
fective result? Okay? Because——

Senator DURBIN. That’s being studied now?

Secretary PAULSON. That’s being studied now—because the goal
is to stop terrorism, to stop illicit financial activities. And it’s a
very important goal. And these programs have been very success-
ful. So, the question we’re now asking is, what’s the right balance?
You've asked the question, and I obviously think it’s a good ques-
tion, because I've asked the question, myself, and we’re looking at
it.

Senator DURBIN. I always like it when——

Secretary PAULSON. We really don’t have an answer yet.

Senator DURBIN. I always like it when my questions are com-
plimented. Thank you.

SUDAN POLICY

Let me ask you another. You and I had a conversation in my of-
fice about Sudan and Darfur, and I expressed my concern about
this situation which President Bush has, I think, accurately char-
acterized as a genocide. We talked about things that we can do, as
a Nation, to put pressure on Khartoum, the Sudanese Government,
to allow U.N. peacekeepers to come in and provide a rescue effort
for these poor people.

I'd like to ask you, if you can, to tell me what the Treasury De-
partment of the United States can do to help in this situation. Can
we block Sudanese transactions that flow through U.S. banks, so
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that we can reduce the resources that the Sudanese Government
can bring to bear against its own people? And what resources
would you need to accomplish that, if possible?

Secretary PAULSON. Well, let me say, as you mentioned, we had
a chance to talk about this. I've talked with the President a num-
ber of times about this. As you know, he’s very committed and very
passionate; talked with Secretary Rice, as she and Special Envoy
Natsios are leading the efforts, Treasury is playing a support role,
and, I believe, an important support role. We've had sanctions in
place since 1997. You've identified one of the things we can do,
which is to identify and disrupt dollar payments to Sudapet or
other entities in Sudan, particularly those that go through the U.S.
financial system. I think you will see, sometime in the weeks and
months ahead, some actions taken that will show you that we’re
being active and diligent. I press people all the time, as does the
President, to be creative, to think out of the box.

I know one thing we would like, and we’re thinking it through,
and we’ll have some legislative suggestions. But right now, if we
find a financing that is going through the U.S. banking system,
we’d like the flexibility to charge a larger fine, because $50,000 per
transaction may not be enough, when you run into a major trans-
action.

And so, there will be some things. And I do think this is one
area, Mr. Chairman, where, knowing your commitment, we’ve had
people up, briefing you, as much as you want to talk to our people.
We're committed. If you've got ideas, we want to explore them and
work with you, because this is very important.

Senator DURBIN. We had a classified briefing with Special Envoy
Natsios just last week.

Secretary PAULSON. Yes.

Senator DURBIN. And we're working with him, and I won’t go any
further in my statements at this hearing, but if the Treasury De-
partment needs additional resources at any point, we want to be
there to help.

Secretary PAULSON. Right. And I think Treasury might have
been there when you had that——

Senator DURBIN. Yes, I believe you were.

Secretary PAULSON. We had people there, so——

ECONOMY AND WAGES

Senator DURBIN. I'd like to ask you some general questions about
the economy, because I think you have a unique perspective, hav-
ing come from the private sector, now in the administration, deal-
ing with some of the policy decisions that are being made. Our
economy has clearly grown over the last several years, but there
is ample evidence that the benefits of this growth have not been
spread evenly across our population. Income inequality has been
rising. Wages are not keeping up with productivity. And many fam-
ilies feel like they’re being left behind. What do you think we
should do to ensure that Americans benefit from the growth of our
economy?

Secretary PAULSON. I think that is an important question, and
one that I'm focused on. I would say this. When I came here, in
July, and looked at the numbers—and, as a matter of fact, the first
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time I spoke on the economy, I talked about this issue—and it was
my best judgment then that this was a time very much like the
mid-1990s, and that if we kept adding new jobs and the top line
stayed strong and productivity remained high, you would see that
start to translate itself into real income growth for the average
worker. And we’ve seen some real tangible signs of that. So, real
income is now up 2 percent over last year. So, there’s some positive
movement.

But to get to your fundamental question, and the fundamental
question really is that in this country, and in many other countries
around the world, there’s been a trend, that now goes back for al-
most three decades, which is the widening divergence between the
top and the bottom. And there are different theories about this.
Some people point to trade. I really believe that, by far, the biggest
driver is technology and that what we’re seeing—and there’s been
very, very major changes in productivity increases as a result of
technology—and those people that are able to use technology and
leverage themselves through technology, and have the skills that
are most in demand, are getting the greatest benefits. So, I've got
to believe that there are ways to do a better job than we, as a Na-
tion, are doing. And I know this is something the President’s talked
about. It’s education, but, more than education, longer-term edu-
cation, it’s training and skill development. And so, I do think, as
I travel around the world and talk with people in other industrial
nations, they’re all focused on the same things.

HOUSING MARKET

Senator DURBIN. Could I ask you about a specific issue that came
up last week in hearings on the Hill? It relates to the basic desire
of people to own a home, and people with limited financial re-
sources get involved in some pretty risky borrowing with the
subprime lending——

Secretary PAULSON. Right.

Senator DURBIN [continuing]. To buy—to build a home, and some
of them guessed wrong, they weren’t able to keep up with the pay-
ments and now have been overwhelmed by the situation. The
banks are unhappy, the consumers, the homeowners are unhappy,
and a lot of us in the Senate are unhappy when we hear from
them.

What’s your view on the volatility in the subprime lending mar-
ket? And how much impact do you think this’ll have on our econ-
omy, r)as a whole? And can the Treasury do anything to address this
issue?

Secretary PAULSON. I'll take a few minutes on this one, because
it’s very important, and, in some ways, it’s complicated.

But let’s begin with the fact that we are making—and I believe
it will be a successful transition, but a transition from an economy
that was growing at an unsustainable level to one that’s going to
be growing at a more sustainable level. There are a number of posi-
tive signs. Inflation seems to be relatively contained. The labor
market remains strong. We’ve had exports growing faster than im-
ports for four quarters now. And the consumer is hanging in there.
But there’s been a major correction in housing. And, of course,
housing was growing at a level way above what was sustainable,
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for a number of years. And it’s quite a significant correction. And
it has impacted a lot of people.

It would appear to me that the housing—because you’re dealing
with the systemic impact on the economy—that it would appear
that the housing correction is at the bottom, or near the bottom.
We need to watch it longer, but that’s what it would appear. It is
then not surprising, as regrettable as it is, that you would have the
issue with subprime mortgages and other mortgage resets. And
this will take longer to work its way through the system.

Looking at it from a systemic standpoint—again, I'm going to get
to the human situation in a minute, but from the systemic stand-
point, my best judgment is that this is largely contained. And, in
terms of people that have been impacted, it has to be a grave con-
cern, and we need balance. I think, the understanding of the bal-
ance, that access to credit and credit availability made homeowner-
ship available to a good number of people, and we need to get that
balance right. At Treasury, we're looking at it from the systemic
standpoint and the impact on the economy, but we’re also asking
ourselves other questions, and we have a process going where we're
talking with the Federal regulators and other regulators at the
State level, and that you know, the regulatory structure is some-
thing that we’re looking at, at Treasury, as it relates to financial
market’s competitiveness. We have a Balkanized regulatory struc-
ture, and, in a number of areas, we have multiple regulators some-
times competing with each other, and, in others, there seem to be
some holes where there isn’t as much regulation. So, we’re looking
at it from the consumer protection standpoint, predatory lending
issues, fraud issues, and those sorts of things, and lessons learned.

But, again, I just want to emphasize, we want to take a careful,
thoughtful look at this, and we don’t want to rush to judgment or
overreact, because, again, the availability of credit has been very
important to millions of Americans.

FINANCIAL CREDIT

Senator DURBIN. I’d like to follow up on that. In my lifetime, and
in yours, we have gone from an environment of usury laws to pay-
day loans——

Secretary PAULSON. Yes.

Senator DURBIN [continuing]. From one extreme to the other.

Secretary PAULSON. Yes.

Senator DURBIN. And it strikes me that we do need some balance
here. We want to make credit available, but I think there is credit
exploitation taking place now. And I picked on payday loans, be-
cause, in my State, that—our State—that’s the obvious place to go.
But I also think it relates to credit cards and relates to a lot of
credit that’s now being extended to people, beyond their means,
without real notification of the danger that they are courting if
they’re not careful. So, I hope, when you look at this, you will look
at both sides of the equation, not only the availability of credit, but
the abuse of credit by some institutions, at this point.

Secretary PAULSON. You're totally right. And as with everything
in life, it’s balance. It’s like the question you were asking me about
the anti-money laundering laws, Do we have the right balance?
And that’s the key question here.
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DIALOGUE WITH CHINA

Senator DURBIN. I want to ask you—last question—about China,
because you've shown an interest in China, and I've been watching
your efforts to the strategic/economic dialogue over the past month.
I thank you for bringing this issue to the fore. And obviously we
have some concerns at Capitol Hill, and at home, and about wheth-
er the Chinese will float their currency soon. Will they shut down
the rampant intellectual property theft that we know has robbed
many American businesses of untold revenue? Will they enforce
better labor, environmental, and human rights standards? And
What? steps is the administration taking to move in these direc-
tions?

Secretary PAULSON. Well, thank you for asking that question.
This is a major focus of mine, and I think, as you know what we’re
doing through the strategic economic dialogue is getting all the
agencies, departments in the U.S. Government that deal with eco-
nomic issues to come together, prioritize, and speak with one voice
to the highest levels of the Chinese Government.

Now, let me take two issues you mentioned, because we’re deal-
ing with longer-term structural issues in the dialogue, but we also
are dealing with the pressing short-term issues, which need to be
solved. Take currency as an example. The renminbi, clearly we
need more flexibility and we need more appreciation in the short
term, and we’re pushing very hard, and that’s important, in our
country—and, frankly, it’s important in their country if their mar-
ket’s going to develop in a way in which it’s going to be good for
them and good for us. But we also need to get to the point where
they can have a market-determined currency, because many coun-
tries in the world have managed currencies, many of them don’t
have market-determined currencies. But China is, by far, the larg-
est that doesn’t have a currency whose value is set in a competitive
marketplace. And so, they’re in this situation where they’re a big
part of the global economy, they're integrated into the global econ-
omy, in terms of trade and products and services, but their finan-
cial markets are very, very immature, they are not integrated into
the markets. And so, a big part of what I need to do, and what I
have been doing—and I was, matter of fact, in Shanghai several
weeks ago, giving a speech on the need to reform their capital mar-
kets and open up to competition, because only when they do that
are they going to be able to get to the point where we all want
them to get, where they have a currency that trades in a competi-
tive marketplace. And then, the other benefit is that right now they
have a savings rate at a precautionary level, at 50 percent. And
why do their individuals save at such a high level? Well, frankly,
because they are not getting any reasonable return on their sav-
ings.

There’s over $2 trillion in Chinese banks earning 2V2 percent,
which is negative after taxes and after inflation. And when you
look at what we can get as a return in a savings plan, a pension
fund in the United States or other industrialized nations that are
growing at much lower levels than China, and you translate and
say, if Chinese savers in their pension plans were able to get 8 per-
cent, then we would have the kind of economy they’d like to have
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and the kind of economy we would have. And that’s really going
to be the only way we’re going to be able to satisfactorily address
the trade balance program.

Now, on intellectual property, you’re right, a very sensitive issue.
This is something that is handled by USTR and Commerce through
the JCCT. I do everything I can to help out, and we deal with that
negotiating and also through the World Trade Organization (WTO)
which has ways of resolving disputes, and so, we have a number
of ways to go about trying to enforce proper laws, and this is quite
important.

PRIVATE CAPITAL

Senator DURBIN. I said that was the last question. It turns out
there’s one I really have to go to, because it is important, and I
hope you'll forgive me for one more question. And it’s in an area
that is a complex area. But the President’s working group recently
released principles and guidelines on private pools of capital.

Secretary PAULSON. Right.

Senator DURBIN. This principle-based framework generally relies
on market discipline to strengthen investor protection and guard
against systemic risk. Do you consider this a first step toward ad-
dressing the challenges presented by the growth of hedge funds?
And, if so, what additional steps are being considered? And what
evidence is there that this indirect approach to hedge-fund super-
vision is more effective than direct approaches, such as those em-
ployed by the United Kingdom Financial Services Authority, in pro-
tecting investors and mitigating systemic risk?

Secretary PAULSON. Well, again, that’s a big important question,
and let me do my best to answer it in a few minutes.

First of all, there is no doubt that the global capital markets
have changed significantly over the last 5 years, in particular. And
there has been a big growth in private pools of capital, which are
often referred to as hedge funds or private equity funds. And
there’s been a big increase in over-the-counter derivatives, as op-
posed to exchange-traded derivatives.

As we've studied this at the President’s working group, we’'ve all
concluded that, by and large, these are positive developments.
They’ve helped disperse risk, make the markets more competitive
and more efficient. But they’re not without challenges. And so,
we’ve thought about it very carefully, and, as we addressed it, what
we came out of our deliberations with was something which I
thought was quite important, because we had members of the
President’s working group and other important regulators, like the
OCC, all come together and, with one voice, say, “This is how we
want to deal with this.” And the focus was really in two areas—
first of all, is systemic risk, managing systemic risk. And here,
there is quite a proactive focus in dealing with the regulated enti-
ties—the banks, the prime brokers, and others that lend money
and provide credit—and making sure that there is the proper li-
quidity, its transparency, all of those sorts of things. And then, on
the investor protection end, the Securities and Exchange Commis-
sion’s (SEC) obviously got a big role to play, in terms of their anti-
fraud, and in terms of the threshold levels for investors to come
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into these funds. And, again, there is a big emphasis on trans-
parency.

Now, it is our view that—to have all of the regulators come to-
gether and, with a principles-based approach, emphasizing market
discipline, and all speaking with one voice, would be a major devel-
opment. And we’re going to watch this, continue to study it, see
how things develop.

There’s also a good deal of work that is really being coordinated
under Tim Geitner, at the New York Fed, dealing with derivatives.
And, again, they’re dealing with a lot of the settlement issues,
clearing settlement, the infrastructure issues, making sure that
there are contracts that work in times of stress, that sort of thing.
So, there’s a lot of work being done in all of these areas, and we're
going to continue to look at them.

Senator DURBIN. I'm sure that you remember the collapse of the
Long Term Capital Management Group.

Secretary PAULSON. Yes.

RISK MANAGEMENT

Senator DURBIN. The President’s working group released a report
that contained a number of recommendations for improving risk
management practices at the financial institutions that conduct
transactions with hedge funds. What evidence is there that these
recommendations have been implemented and that such implemen-
tation has reduced systemic risk from hedge-fund activity?

Secretary PAULSON. Well, again, that’s a complicated question.
Just as an observation, I'm not going to say there’s a cause and ef-
fect—but we haven’t had a financial shock since 1998. So, we need
to go back to long-term capital.

I do believe, as someone who was in the financial sector when
these recommendations came out, they made a difference. People
looked at them. I think that there are real benefits, but there are
challenges. And I think what we came out with—I was really grati-
fied that we had all of the regulators, in the United States—the
Federal regulators—come together with a forward-leaning ap-
proach, and we’re going to watch this very carefully, and keep look-
ing, and, if other steps need to be taken, we will recommend them.

SARBANES-OXLEY REQUIREMENTS

Senator DURBIN. Last question, for sure. Sarbanes-Oxley. Some
of our mutual friends, in Chicago and other places, tell me it just
goes too far, too darn many requirements, too expensive, discour-
ages people from serving on corporate board of directors. And some
of our other friends, mutual friends, say, “Thank goodness for Sar-
banes-Oxley”—restored the integrity of our corporate structures
after the scandals of Enron and other companies, and were it not
for that integrity, we would just be another competitor in the global
scene. We have a primacy, because we do have tougher require-
ments, and people know there’s transparency and accountability.
So, where does Secretary Paulson come down on Sarbanes-Oxley?

Secretary PAULSON. Well, let me say that I've given a very long
speech on the topic, which is probably too long for you to hear
today. We had a Capital Markets Competitiveness Conference the
other day, which was, I believe, quite successful. We will have fol-
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low-up on things we’re going to do in three areas, but I'm going to
try to summarize some of my thoughts for you. But, again, it'll be
very similar to what we've said in some other things, that it’s a
matter of balance.

Now, if you look specifically at the Sarbanes-Oxley legislation, 1
don’t see—and I don’t think—there have been a number of groups
that studied it, and I think they’ve all concluded the same thing—
it doesn’t take a legislative fix. There are very good principles in
that legislation, and, matter of fact, some of the abuses that have
taken place, really, most of them were before that legislation, as it
related to some of the abuses in the options areas and others. So,
I think when people talk about Sarbanes-Oxley, they're using that
as a shorthand for not just the law, but the implementation of the
law, and the regulatory and enforcement environment, and the
legal environment, and the fact that because the corporate scandals
were accounting scandals, for the most part, and there were, then
significant reforms, that there are also a number of ways in which
the relationship between accountants and boards have changed, all
of which are not constructive. And so, the question is now not, are
there some issues? Because there are some issues. The question is
what to do about it. And a lot of it is balance, a lot of it is taking
a risk-based approach, looking at the cost and the benefits, and not
saying, “We want to regulate—that if we regulate to a large extent,
we can eliminate losses or what have you.”

So, we will be coming out with some ideas that deal with, first
of all, regulatory structure, and, what are the issues surrounding
regulatory structure in the United States? We’ll be coming out with
some steps that might be taken and thoughts we have in the ac-
counting area. A very important step has already been led by
Chairman Cox and Chairman Olson, of the SEC and PCAOB, on
the way in which something that’s called section 404 of Sarbanes-
Oxley is implemented, which is a very simple provision of the bill,
but has to do with an accounting standard relating to control sys-
tems, and it’s a place where implementation was very flawed, the
cost-benefit equation got way out of balance, and it’s got to be put
back in balance.

So, there are the accounting issues that we’ll look at, and then
look at the enforcement in the legal environment. But, again, I
think, often when people talk about Sarbanes-Oxley, they don’t
really mean the bill, because if you say, “Now, tell me, what specifi-
cally would you change in the bill?”—what they talk about is,
there’s been so much change that happened in such a short period
of time that everyone in the private sector is still trying to digest
that change and get it in the proper balance.

Senator DURBIN. Mr. Secretary, thank you for your patience. I'm
sorry we got started so late.

I want to thank all those who participated in preparing for this
hearing. I appreciate the benefit of hearing from you about the De-
partment. I think this forum has provided us some insight into the
Department’s operations, which will help us in our budgetary con-
siderations.
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ADDITIONAL COMMITTEE QUESTIONS

The hearing record will remain open for a period of 1 week, until
Wednesday, April 4, at noon, for subcommittee members to submit
statements and their questions for the record. )

[The following questions were not asked at the hearing, but were
submitted to the Department for response subsequent to the hear-
ing:]

QUESTIONS SUBMITTED BY SENATOR RICHARD J. DURBIN

ALTERNATIVE TO OUTSOURCING: FEDSOURCE—STAY AT TREASURY OR MOVE TO GSA?

Question. Franchise Funds were established by Congress under the Government
Management Reform Act of 1994 to foster competition and creativity in government.
“FedSource” operates under the franchise granted to the Treasury Department to
provide business services to federal agencies on a competitive, cost-reimbursable
basis. It has been reported that the Treasury Department may transfer this ability
to the General Services Administration or Defense Logistics Agency.

Mr. Secretary, can you explain to me why you are thinking about relinquishing
this program and the potential timetable for doing so?

Answer. The Treasury Department strongly supports Franchise Funds as a means
of fostering competition in government. Treasury’s Franchise Fund components will
continue to offer administrative services such as travel, procurement, personnel and
accounting. Only one component, FedSource, is affected.

The Treasury Department will transition out of the interagency acquisition busi-
ness operated by FedSource for two primary reasons:

—The original purpose of FedSource was to provide small-scale and limited acqui-
sition support, which met the Treasury Department’s strategic needs at the
time of its creation. However, the significant increase in activity related to cus-
tomer demand has required an increase in operational commitment that is not
compatible with the core mission and focus of the Department. Treasury man-
agement, both at the Department and at the Bureau of the Public Debt, has
significant concerns with the risks associated with sustaining the current busi-
ness model. In addition, recent reports by the Treasury Inspector General and
the Defense Department Inspector General identified control weaknesses and
procurement deficiencies.

—Other government organizations (e.g., the General Services Administration and
Defense Logistics Agency) whose core missions include providing these types of
procurement services may be better positioned to provide these services at the
best value to taxpayers.

The Treasury Department will ensure a smooth and orderly transition process.
The goal is to complete the transition, which will be managed by the Bureau of the
Public Debt, by September 30, 2008.

The Treasury Department is committed to protecting taxpayer resources, quickly
addressing management issues, and operating the Department in the most efficient
and effective way possible.

Question. For the 10th consecutive year, certain material weaknesses in financial
reporting and other limitations on the scope of its work resulted in conditions that
prevented GAO from expressing an opinion on the federal government’s consolidated
financial statements. A major factor contributing to the GAO’s disclaimer is the fed-
eral government’s ineffective process for preparing the consolidated financial state-
ments. As reported by GAO, such weaknesses in the consolidated financial state-
ments preparation process impair the U.S. government’s ability to ensure that these
statements were (1) consistent with the underlying audited agency financial state-
ments, (2) balanced, and (3) in conformity with U.S. generally accepted accounting
principles.

Although Treasury has made progress in addressing some of these identified
weaknesses, what more can be done to timely resolve such problems so that this
area is no longer a major impediment to the federal government receiving an opin-
ion on its consolidated financial statements?

Answer. Each year Treasury, through the Financial Management Service (FMS),
continues to improve its policies, procedures, information systems and internal con-
trols used to prepare the government-wide consolidated financial statements (for-
mally the Financial Report of the United States Government or FR) and will con-
tinue to do so. During the fiscal year 2006 audit, FMS’ efforts resulted in the resolu-
tion of approximately 60 GAO recommendations. FMS will continue to resolve the
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preparation issues that are in our realm of control. However, there are other prepa-
ration data integrity issues that depend on accurate and consistent data being sub-
mitted by the agencies.

FMS is working diligently on providing the agencies with guidance, tools, and as-
sistance to improve the accuracy and consistency of the agency data to the point
where the issues identified by GAO are mitigated or resolved at the FR preparation
level. The following discussion provides FMS’ planned actions to address those rec-
ommendations, as well as the initiatives that FMS is implementing to help the
agencies improve their data accuracy and consistency.

Consistency with agency audited financial statements

FMS currently uses the Government-wide Financial Reporting System (GFRS) as
the principal information system to collect agency audited financial statement infor-
mation and produce significant portions of the FR.

In fiscal year 2006, GAO acknowledged and noted improvements with regard to
consistency with agency information in the Balance Sheet, in the Statement of Net
Cost and Statement of Social Insurance, and in the note disclosures that are directly
linked to the amounts on these principal financial statements. FMS is currently re-
vising its policies in fiscal year 2007 to ensure that the remaining notes are materi-
ally traceable to agency note disclosures.

FMS has two major initiatives which will modernize longstanding Federal ac-
counting processes and provide agencies with methodologies and tools to improve
the accuracy and consistency of their financial data:

—The Government-wide Accounting (GWA) Modernization project which will re-
place existing government-wide accounting functions and processes. This project
will improve the reliability, usefulness, and timeliness of the government’s fi-
nancial information, provide agencies and other users with better access to that
information, and will eliminate duplicate reporting and reconciliation burdens
by agencies, resulting in significant government-wide savings. It will also im-
prove the budgetary information being collected from the agencies at the trans-
action level.

—The Financial Information and Reporting Standardization (FIRST) initiative in-
tegrates budget and financial reports from Federal Program Agencies. FIRST
will improve the consistency of the budgetary and proprietary accounting data
f)eclorded in agency financial statements and reported to FMS through its trial

alance.

Balanced Consolidated Financial Statements

A major challenge in preparing balanced financial statements is properly account-
ing for and eliminating unreconciled intra-governmental transactions. Some of these
transactions occur solely between two federal agencies while others occur between
tﬁe agencies and the general fund. FMS is taking the following actions to address
this issue:

—Requiring comprehensive intragovernmental accounting data from agencies on
a quarterly basis that will allow FMS to provide data to all federal agencies for
them to better analyze and reconcile intragovernmental differences.

—Working with the CFO Council and OMB to enforce the business rules for intra-
governmental transactions and to organize the Dispute Resolution Committee.

—Encouraging greater auditor participation by requiring agency auditors to more
closely scrutinize intra-governmental out-of-balance conditions with other agen-
cies.

—DMoving forward on the FIRST initiative which is being designed to provide au-
thoritative information contained in Treasury’s central accounting system to the
agencies to facilitate the reconciliation process for specific intra-governmental
transactions.

Compliance with GAAP

During fiscal year 2006, FMS made significant improvements in improving overall
GAAP compliance. FMS was able to significantly reduce the number of audit find-
ings relative to GAAP compliance. For fiscal year 2007, FMS will

—Use the Chief Financial Officers (CFO) Council, Central Agency Reporting Sub-

committee as a forum to discuss those accounting and reporting issues that af-
fect the FR.

—Focus on the remaining material items with the expectation that the findings

related to these items can be closed by GAO either this year or next year.

—Continue to revise and update the Treasury Financial Manual with accounting,

reporting, and disclosure policies and procedures to ensure compliance of the FR
with generally accepted accounting principles (GAAP).
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Question. TFI is home to the newest addition to the U.S. intelligence community:
the Office of Intelligence and Analysis (OIA).

How well is the office being integrated into the intelligence community?

How would you characterize the degree of intelligence sharing that takes place
between Treasury and the rest of the intelligence community?

Do any barriers to intelligence sharing exist?

Answer. Since the creation of the Treasury’s Office of Intelligence and Analysis
(OIA) under the Intelligence Authorization Act of Fiscal Year 2004, it continues to
build relations throughout the Intelligence Community (IC). In particular, OIA has
developed important partnerships within the leadership of the IC, through collabo-
rative projects, information sharing, and community support.

Even though OIA is one of the newest and smallest intelligence elements in the
IC, it participates on key IC committees. On April 9, 2007, Director of National In-
telligence (DNI) McConnell created an Executive Committee to serve as the prin-
cipal decision-making and advisory board for the IC. Treasury’s Assistant Secretary
for Intelligence and Analysis, who manages OIA, was designated a member of that
committee. In addition, the Deputy Assistant Secretary for Intelligence and Analysis
and OIA’s policy staff have been involved in ODNI boards and committees that have
been responsible for setting policy for the IC, standards of analysis, and driving
change in the IC culture.

Through exchanges and detail assignments at the working level, OIA has built
strong relationships with IC counterparts. Since OIA was created, it has hosted rep-
resentatives from the Federal Bureau of Investigation (FBI), National Security
Agency (NSA), the United States Central Command (CENTCOM), the Joint Warfare
Analysis Center (JWAC), and other key intelligence partners. Moreover, OIA has de-
tailed analysts to CENTCOM, the United States Pacific Command (PACOM), and
the United States European Command (EUCOM). The 2008 President’s budget re-
quest includes increased resources to expand OIA’s detail assignments.

A good example of how well OIA has integrated into the IC, as well as the high
degree of intelligence sharing, is found in Treasury’s Weapons of Mass Destruction
(WMD) proliferation program. In order to work on targeting and researching poten-
tial targets for Treasury sanctions against WMD proliferators under Executive
Order 13382, the Defense Intelligence Agency (DIA), with the assistance of the Di-
rector of National Intelligence, detailed several analysts to OIA. The DIA analysts
have helped to expand and accelerate Treasury’s activities on this program.

A key element to OIA’s integration into the IC is the ability to send and receive
information relevant to Treasury’s mission. Primarily a consumer of information,
OIA has regular access to the intelligence it requires to prepare administrative
records in support of targeted financial measures against terrorist supporters. While
OIA produces very little raw information, it is producing both analytic cables and
finished analytical products for dissemination to the IC. To aid the dissemination
of those products, OIA has developed a Top Secret/Sensitive Compartmented Infor-
mation (SCI) website that can be accessed by partners throughout the IC. Inter-
nally, OIA has access to Top Secret/Sensitive Compartmented Information (SCI)
through the Treasury Foreign Intelligence Network (TFIN), an information tech-
nology system that is being redesigned and updated in fiscal year 2007.

While OIA has made significant progress integrating itself into the culture of the
IC, working to be a full partner in the intelligence enterprise, there are still some
barriers that result from a continuing lack of understanding in other IC elements
about OIA’s IC role and expertise. As other IC components, however, become more
familiar with OIA, this limiting factor will become less of an issue.

Question. It has been asserted that OIA is primarily reactive, analyzing informa-
tion that is provided to TFI by U.S. and other financial institutions.

Is TFI able to initiate or influence intelligence collection priorities?

Answer. Treasury’s Office of Intelligence and Analysis (OIA) is a member of the
Intelligence Community (IC) and provides all-source analysis, derived from intel-
ligence, law enforcement, regulatory, and open sources, to Treasury and IC cus-
tomers. As an IC member, OIA is able to ensure that its intelligence needs are met
through the intelligence requirements process. In particular, OIA’s involvement in
national requirements mechanisms is enhanced by experienced analysts initiating
and contributing to tactical requirements.

National Requirements

In 2005, OIA achieved a significant milestone by hiring a dedicated collection re-
quirements officer. This officer has ensured that Treasury equities in financial, eco-
nomic, enforcement, and other information needs are reflected in national intel-
ligence priorities and collection requirements. Among the various national bodies
with which OIA engages include the U.S. SIGINT Committee and its Analysis and
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Production Subcommittee, the Community HUMINT Management Office, the Na-
tional HUMINT Requirements Tasking Center, various National Clandestine Serv-
ices offices, the Open Source Center, and various CIA Directorate of Intelligence of-
fices. In addition, OIA’s subject matter experts work closely with the Director of Na-
tional Intelligence’s (DNI) Mission Managers, particularly those at NCTC, NCPC,
Iran, and North Korea, to ensure Treasury priorities are incorporated into national
collection and analysis strategies for these hard targets.

Tactical Requirements

OIA analysts actively provide feedback and direction on disseminated intelligence
reports to ensure that information relevant to Treasury’s mission is collected. Crit-
ical partnerships developed by Treasury in the last few years have enhanced this
process. OIA analysts regularly engage with counterparts in collecting offices across
the IC. Detail assignments and exchanges are particularly useful for communicating
Treasury needs and priorities to partner agencies. OIA, for example, hosts several
detailees from NSA to assist with its SIGINT collection needs. Another example is
the Iraq Threat Finance Cell (ITFC) in Baghdad, which OIA co-founded and co-
leads. The ITFC has worked diligently to increase the quantity and quality of re-
porting on terrorist and insurgent financing in Iraq, with considerable success.

Question. Treasury has recently completed an initial study of the feasibility of
mandating financial institutions to report cross-border wire transfer data. The study
concluded that such reporting is technically feasible and might prove valuable in
combating money laundering and terrorist financing. The report also noted that the
proposed program could result in the filing of half a billion new financial reports
by financial institutions.

Given the additional costs that this might impose on the financial sector, do you
believe mandating the reporting of cross-border wire transfer data is necessary and
desirable?

Answer. The Intelligence Reform and Terrorism Prevention Act of 2004 contained
two mandates related to the potential collection of cross-border electronic funds
transfer reports. First, the Act directed that the Department study the feasibility
of implementing a system to receive, store, process, analyze, disseminate, and secure
such data. Second, the Act directed the Department to implement such a system if
the Secretary deemed it “reasonably necessary.”

In its study, FinCEN concluded that the implementation of such a system is, in-
deed, feasible. FinCEN also identified a number of important policy questions that
must be considered before the Department of the Treasury can make a final deter-
mination whether such a requirement is reasonably necessary. One of the primary
concerns is the potential cost to the financial services industry. Therefore, FinCEN
proposed conducting an additional cost-benefit analysis to support a final decision
by the Secretary whether such a requirement is reasonably necessary. This cost-ben-
efit analysis will directly address the potential costs to the financial services indus-
try, and the potential value of the data to U.S. government efforts to combat illicit
financing. Only after assessing these issues will the Department be able to reach
a conclusion about whether mandating the reporting of such data is necessary and
desirable.

As part of the study FinCEN will:

—explore the potential, but as yet unquantified, risks to the operations and com-

petitiveness of the U.S. financial services industry;

—further refine the use cases and requirements of our law enforcement and regu-

latory partners, which FinCEN describes in its Study; and

—extend the preliminary assessment of the potential value of such data in our

collective efforts to combat illicit financial activity.

Question. Recent U.S. Executive Orders and the USA PATRIOT Act gave Treas-
ury a greatly expanded tool-kit to combat terrorist financing. Subsequently, many
of these measures have been used to curtail the international financial operations
of rogue states such as Iran and North Korea.

Can these measures be used more aggressively against non-state terrorist organi-
zations? What operational challenges might you face?

Please discuss how Treasury’s use of its new authorities is viewed internationally,
especially among our allies. Is getting foreign countries and companies to cooperate
with U.S. measures a problem?

Answer. The Department of the Treasury is acting aggressively against non-state
terrorist organizations. We actively target al Qaida-related and Hizballah-related or-
ganizations under our relevant Executive Orders. Additionally, Treasury continues
its effort to increase financial pressure on Hamas. A few examples of Treasury’s re-
cent activity utilizing our expanded tool-kit to combat terrorist financing include:



139

—On February 20, 2007, Treasury designated Jihad al-Bina, a Lebanon-based
construction company formed and operated by Hizballlah. Jihad al-Bina re-
ceives direct funding from Iran, is run by Hizballah members, and is overseen
by Hizballah’s Shura Council, at the head of which sits Hizballah Secretary
General Hassan Nasrallah.

—On January 26, 2007, Treasury designated two South African individuals,
Farhad Ahmed Dockrat and Junaid Ismail Dockrat, and a related entity for fi-
nancing and facilitating al Qaida, pursuant to Executive Order 13224. This fi-
nancial measure freezes any assets the designees have under U.S. jurisdiction
and prohibits transactions between U.S. persons and the designees.

—On December 6, 2006, Treasury designated nine individuals and two entities
that have provided financial and logistical support to the Hizballah terrorist or-
ganization. The designees are located in the Tri-Border Area (TBA) of Argen-
tina, Brazil, and Paraguay and have provided financial and other services for
Specially Designated Global Terrorist (SDGT) Assad Ahmad Barakat, who was
previously designated in June 2004 for his support to Hizballah leadership.

These designations, among many others, highlight Treasury’s use of authorities
granted by U.S. Executive Orders.

Treasury’s actions are most effective when other nations amplify our designations
with their own measures. Thus, the most significant operational challenge has been
when other states have not implemented remedial actions against designated tar-
gets. Treasury is working to address this issue through a variety of mechanisms,
among them, the U.S.-EU Terrorism Finance Troika and the U.S.-EU Workshop on
Financial Sanctions to Combat Terrorism. Treasury has also worked with USUN
and other elements at the United Nations to advocate for the adoption of U.N. Secu-
rity Council Resolutions aimed at combating terrorist financing. For example,
UNSCR 1735, adopted in December 20086, is a follow-on resolution to UNSCR 1267
and it reiterates the international community’s condemnation of al Qaida, Osama
bin Laden and the Taliban, as well as the international commitment to countering
terrorism and terrorist financing via measures that include a targeted economic
sanctions regime (e.g., asset freeze and ongoing prohibition of commercial and eco-
nomic dealings), a travel ban, and a ban on the sale or supply of arms and related
material. Additionally, Treasury works with the Financial Action Task Force (FATF)
to establish standards and commitments on targeted financial and economic meas-
ures that form a framework for multilateral action and cooperation in the fight
against illicit financing. These efforts are bolstered through our work with the G-
7, the International Monetary Fund (IMF), the World Bank, and FATF-Style Re-
gional Bodies (FSRB).

Acting multilaterally and working with various foreign governments and inter-
national organizations and companies to increase the effect of our actions are high
priorities of the Treasury Department. Treasury has initiated strategic dialogues
with all relevant parties of the international community and we enjoy great success
and continued cooperation. Generally, foreign countries and private companies are
eager to abide by and cooperate with U.S. authorities. Recently we have seen many
international financial institutions implement their own measures to protect them-
selves from deceptive conduct without waiting for their governments to impose spe-
cific requirements and regulations.

COMMITTEE ON FOREIGN INVESTMENT IN THE UNITED STATES

Question. The Committee on Foreign Investment in the United States is an inter-
agency committee chaired by the Secretary of Treasury. CFIUS (SIF-EUS) seeks to
serve U.S. investment policy through thorough reviews that protect national secu-
rity while maintaining the credibility of our open investment policy and preserving
the confidence of foreign investors here and of U.S. investors abroad that they will
not be subject to retaliatory discrimination.

Can you explain briefly to the Committee why the Committee on Foreign Invest-
ment in the United States (CFIUS) was established? What is its purpose?

In your opinion, how well is it doing at achieving its purpose?

What changes have been made in the operations of CFIUS during the past year?

Who are the members of CFIUS?

What role does the Director of National Intelligence play in the CFIUS process?

As you know, the House recently passed legislation aimed at enhancing Congres-
s}ilonall) ﬁy}ersight of the CFIUS review process. What is the Department’s position on
that bill?

Answer. CFIUS was established by Executive Order 11858 in 1975. The Secretary
of the Treasury was designated as the chairman of CFIUS. Its original mission was
to have primary continuing responsibility within the Executive Branch for moni-
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toring the impact of foreign investment in the United States, both direct and port-
folio, and for coordinating the implementation of U.S. policy on such investment.

In 1988, the President, pursuant to Executive Order 12661, delegated to CFIUS
his responsibilities under section 721 of the Defense Production Act of 1950 (“Exon-
Florio” amendment) to receive notices of foreign mergers and acquisitions of U.S.
companies, to determine whether a particular acquisition has national security
issues sufficient to warrant an investigation, and to undertake an investigation, if
necessary, under the Exon-Florio provision. In addition, it allows the President to
take action, if necessary, to suspend or prohibit any transaction that, in his judg-
ment, threatens the national security.

In essence, the purpose of CFIUS is to protect national security while keeping our
country open to investment, which is critical to a strong U.S. economy.

In the past 20 years, CFIUS has investigated over 1,700 cases. To the best of our
knowledge, the CFIUS agencies have implemented Exon-Florio in a manner that
has achieved the national security objectives as prescribed in the statute without
compromising our open investment policy. Investigations are conducted by analysts
with expertise from across the agencies in a professional and non-partisan manner.

CFIUS has already implemented many of the reforms proposed by Congress.
These include, among others:

—Notification.—We now inform the relevant congressional committees of every

case once deliberative action has concluded under Exon-Florio.

—Briefings.—We are providing periodic briefings to Congressional oversight com-
mittees on all cases once deliberative action has concluded.

—Accountability—At Treasury, every case is briefed to senior policy levels, and
only Senate-confirmed officials may close a CFIUS review.

—Role of the DNI.—We have formalized the role of the intelligence community by
having the Office of the Director of National Intelligence serve as advisor to
CFIUS, facilitating a coordinated analysis of each case by the intelligence com-
munity.

CFIUS includes six departments and six White House agencies. Specifically, the
members of CFIUS are the Departments of Treasury, State, Defense, Justice, Com-
merce, and Homeland Security, as well as the Office of Management and Budget,
the Council of Economic Advisers, the U.S. Trade Representative, the Office of
Science and Technology Policy, the National Security Council and the National Eco-
nomic Council. Other agencies, such as the Departments of Energy or Transpor-
tation, may be brought in when specific expertise is required in the investigation
of a transaction.

The Office of the Director of National Intelligence has a non-policy role as advisor
to CFIUS, facilitating a coordinated analysis of each case by the intelligence commu-
nity.

The Administration’s position on H.R. 556 is provided in the Statement of Admin-
istration Policy (SAP) submitted to the House on February 27, 2007, which we at-
tach to these responses. In sum, the Administration regards national security as its
top priority and supports the intent of the House bill to address national security
imperatives in a post-9/11 world. We support enactment of legislation that will im-
prove and strengthen CFIUS to ensure the protection of America’s homeland and
the strength of the U.S. economy. The SAP lays out the Administration’s concerns
about several provisions of the bill.

EXECUTIVE OFFICE OF THE PRESIDENT,
OFFICE OF MANAGEMENT AND BUDGET,
Washington, DC, February 27, 2007.

(HOUSE RULES)
STATEMENT OF ADMINISTRATION POLICY

H.R. 556—NATIONAL SECURITY FOREIGN INVESTMENT REFORM AND STRENGTHENED
TRANSPARENCY

(REP. MALONEY (D) NY AND 58 COSPONSORS)

The Administration supports House passage of H.R. 556 and appreciates the ef-
forts of the House Financial Services Committee to strengthen the Committee on
Foreign Investment in the United States (CFIUS). The Administration regards the
Nation’s security as its top priority. In addition, the Administration views invest-
ment, including investment from overseas, as vital to continued economic growth,
job creation, and building an ever-stronger America. Therefore, the Administration
seeks to improve the CFIUS process in a manner that protects national security and



141

ensures a strong U.S. economy and an open investment environment that will serve
as an example and thereby support U.S. investment abroad.

In light of the President’s responsibility to ensure the Nation’s security, and in
the context of comity between the executive and legislative branches, we believe the
President should retain substantial flexibility to determine CFIUS’s membership
and administrative procedures and to make adjustments when national security so
requires. Accordingly, the Administration has concerns with some of the provisions
of H.R. 556 and looks forward to working with Congress to address these concerns,
to strengthen CFIUS, and to ensure the protection of America’s homeland and the
strength of our economy.

Establishment and Membership of CFIUS

The President should retain the flexibility to determine and adjust the appro-
priate Executive Branch membership of CFIUS and their roles. H.R. 556 should not
mandate that CFIUS have Vice Chairs, nor that CFIUS include members of the Ex-
ecutive Office of the President. Further, the President should retain the flexibility
to determine roles and responsibilities of CFIUS and its members. For example, the
Administration opposes any language in Section 6 that would call for the designa-
tion of a lead agency or agencies to represent other agencies or the Committee in
negotiating, entering into, imposing, modifying, monitoring, or enforcing mitigation
agreements.

Deliberations and Decision-Making of the Committee

The Administration is concerned that the legislation imposes procedural require-
ments, such as roll call voting and motions, which are ill-suited for executive bodies
such as CFIUS and are inconsistent with the vesting of the executive power in the
President. Given the bill’s reporting requirements, such procedures will deter the
fu{l and open interagency discussion that is required to consider CFIUS cases prop-
erly.

The Administration fully shares Congress’ goal of ensuring senior-level account-
ability for CFIUS decisions. The Administration supports requiring the Secretary,
Deputy Secretary, or an Under Secretary of the Treasury to sign CFIUS decisions
at the conclusion of a second-stage (45-day) investigation, as H.R. 556 provides.
With respect to cases for which CFIUS concludes its action at the end of the first-
stage (30-day) investigation, the Administration supports the House Financial Serv-
ices Committee’s decision to authorize delegation of this authority. However, in view
of the volume and variety of cases and to ensure that our most senior officials are
able to focus on those cases that do raise national security concerns, this authority
should be further delegable to other officials appointed by the President and con-
firmed by the U.S. Senate.

The Administration believes that the current 30-day and 45-day time frames for
first-stage and second-stage investigations provide CFIUS with sufficient time to ex-
amine transactions. The possibility of extensions may discourage foreign investment
by generating uncertainty and delay for the parties to proposed transactions. The
Administration therefore opposes allowing CFIUS to extend the second stage (45-
day) investigation period. The Administration notes that the current CFIUS practice
of encouraging parties to transactions to consult with CFIUS prior to filing provides
CFIUS with additional time and flexibility to examine complex transactions.

The Administration supports the role of the intelligence community as an inde-
pendent advisor to CFIUS and appreciates the bill’s inclusion of a provision that en-
sures that the Director of National Intelligence (DNI) is provided adequate time to
complete the DNI’s analysis of any threat to the national security of a covered
transaction. However, language in H.R. 556 also appears to provide the DNI with
the ability to force a second-stage (45-day) investigation if the DNI has identified
particularly complex intelligence concerns and CFIUS was not able to satisfactorily
mitigate the threat. Such a policy role would be inconsistent with the independent
advisory role of the DNI envisioned in the legislation and supported by the Adminis-
tration.

Notification and Reports to Congress

The Administration supports enhanced communication with Congress on CFIUS
matters to better facilitate Congress’ performance of its functions. CFIUS should be
required to notify Congress of transactions only after all deliberative action is con-
cluded, as H.R. 556 provides. As discussed above, roll call voting, particularly if re-
ported outside the Executive Branch, would deter the full and open interagency dis-
cussion that is required to consider CFIUS cases, and reporting on internal Execu-
tive Branch deliberations, including the positions of individual CFIUS members,
should not be required.
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Authorities of CFIUS

The Administration believes current law and regulations give the President and
CFIUS adequate authority to gather all information needed to conduct CFIUS inves-
tigations. The Administration is concerned that provisions of the bill that provide
CFIUS with additional statutory authority to collect evidence and require the at-
tendance and testimony of witnesses and the production of documents would make
the CFIUS process more adversarial and less effective.

The Administration believes its ability to protect national security would be en-
hanced by a statutory grant of authority to impose civil penalties for a breach of
a mitigation agreement. This authority to seek civil penalties, which could be cali-
brated to the seriousness of the noncompliance, would be a useful and effective tool
for enforcing those agreements.

Presidential Review and Decision

The Administration supports requiring the President to make the final decision
on a case only when CFIUS recommends that a transaction be blocked or when
CFIUS fails to reach a consensus after a second-stage investigation. Requiring Pres-
idential action in a broader set of cases would undermine the President’s ability to
determine how best to exercise Executive Branch decision-making authority.

The Administration looks forward to working with Congress on these important
issues.

OVERSEAS ATTACHE PROGRAM

Question. Overseas attachés work in tandem with the Office of International Af-
fairs and the Office of Terrorism and Financial Intelligence, as well as the relevant
U.S. Embassies, to build relationships with foreign officials and to work with local
U.S. industry, market and agency representatives.

What are the main purposes of the overseas attaché program?

To what extent are they involved with your anti-terrorism program?

How many attachés do you currently have around the world?

You are in the process of expanding the program and we gave you additional
funds in the recent 2007 CR to do it. How far do you intend to expand the program
in 2007 and 2008?

What qualifications are you seeking in candidates to fill these jobs?

. Agswer. The attaché program is essential for several priorities, including those re-
ated to:

—Building Treasury’s expertise on economic and financial sector issues and fos-
tering stronger substantive dialogues that can advance U.S. Government objec-
tives.

—Identifying policy or regulatory barriers to U.S. firms and exports, particularly
in the area of financial services.

—Strengthening cooperation with other countries to implement U.N. resolutions
and U.S. enforcement actions to prevent and punish money laundering, ter-
rorism and proliferation financing, and other financial crimes.

—Coordinating closely with other U.S. agencies and multilateral donors (such as
the IMF and World Bank) to advance economic growth and development. This
is particularly important in countries with a large U.S. Government presence,
such as Iraq and Afghanistan.

As of April 2007, Treasury has eight attachés in China, Japan, Southeast Asia
(Singapore), Afghanistan, Iraq, Belgium, Brazil, and Egypt. We expect to place an
attaché in India in the coming months. Treasury is planning to open another nine
attaché posts during fiscal year 2007-fiscal year 2008, tentatively slated to include
Abu Dhabi, Istanbul, Riyadh, Islamabad, Johannesburg, Mexico City, London, Ja-
karta, and Tel Aviv.

To fill these positions, Treasury has been seeking professionals who can represent
Treasury effectively within the U.S. Embassy and with senior officials of their coun-
terpart countries, enhancing the effectiveness of Treasury’s policy engagement.
These tasks require a variety of substantive and interpersonal skills, including
those related to macroeconomic analysis, financial sector development, and money
laundering and the financing of terrorism. The precise nature of the substantive ex-
pertise will vary by country. For example, in Japan knowledge of macroeconomic
and financial sector issues in a mature economy is critical. In contrast, experience
with emerging markets and development issues is more important in attaché posts
such as Egypt and in Southeast Asia. In other posts, the principal focus will be on
terrorist financing issues, putting a premium on familiarity with financial sector
issues and U.S. Treasury authority to fight financial crimes.
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ESTABLISHMENT OF DYNAMIC TAX OFFICE AT TREASURY

Question. In last year’s budget request, Treasury requested $513,000 to set up a
Dynamic Analysis Division within the Office of Tax Policy.

Are you making the same request in this year’s budget?

Can you tell us how such an office would work and what its purpose would be?

Answer. The initial request to establish a Dynamic Analysis Division within the
Office of Tax Policy was included in the President’s 2007 budget request; however,
due to the CR, the request was not enacted. A similar request is therefore included
in this year’s budget. If funded, Treasury would hire a director and several staff for
the division. The purpose of the division, as the name suggests, would be to conduct
dynamic analysis of tax proposals. Dynamic analysis incorporates a broad range of
behavioral responses to tax changes and provides an estimate of how those tax
changes affect aggregate labor supply, savings and national income in both the near
term and the long run. This analysis would improve the policy making process by
providing information to policy makers about the economic effects of tax proposals.
Treasury already provides estimates of revenue and distributional effects of tax pro-
posals, but does not normally provide estimates of the effects of tax proposals on
national savings or output. Treasury’s analysis will help inform and complement the
type of dynamic analysis currently being done by the Joint Committee on Taxation
and the Congressional Budget Office.

In analyzing the revenue effect of potential tax policy changes, Treasury routinely
considers how taxpayers might respond to the changes, but does not consider how
the overall economy might be affected in its official scoring of tax proposals. Dy-
namic scoring of tax proposals would take dynamic analysis a step further by esti-
mating how the change in economic activity translates into changes in tax receipts.
Under the current proposal, Treasury would commit to conducting dynamic analysis
of major tax policy changes, but not to dynamic scoring. Treasury plans to continue
to rely on their traditional approach for “official” estimates of the revenue effect of
the tax proposals, and to present dynamic analyses as supplemental information.

PERSONALLY IDENTIFIABLE INFORMATION

Question. In the past year, there have been numerous incidents regarding the loss
or theft of federal computers and disk drives at different agencies where the names
and social security numbers of citizens may have been compromised. In one inci-
dent, VA reported the loss of a notebook computer that contained Personally Identi-
fiable Information for 26 million veterans. Other incidents were reported by a num-
ber of federal departments.

What is the Department doing to protect Personally Identifiable Information?

Is the Department in compliance with the OMB recommendations on this? If not,
what are its plans to become compliant and by when?

Answer. The protection of sensitive personal and taxpayer information is of crit-
ical importance to the Department as is our ability to fulfill the Department’s re-
sponsibilities to our citizens.

The Department has an important obligation to exercise extraordinary diligence
in handling Personally Identifiable Information entrusted to our care and is taking
aggressive actions to avoid it being compromised. Towards protecting Personally
Identifiable Information, approximately 90 percent of Treasury laptops, including 99
percent of IRS laptops, have been encrypted (in accordance with FIPS 140-2
encryption standards) including installation of an automatic full disk encryption so-
lution. Additionally, some of the remaining 10 percent of Treasury laptops have lim-
ited encryption already installed (e.g., specific folder encryption.) We are planning
for a 99 percent+ completion rate by the end of June. We are also working to pro-
vide enhanced protection to other portable IT devices, specifically including Black-
berries, which contain Personally Identifiable Information.

Additionally, in response to recommendations of the President’s Identity Theft
Task Force and the Office of Management and Budget, Treasury is in the process
of establishing a Personally Identifiable Information Risk Management Group
(PIIRMG). The Department is currently identifying points of contact as well as
membership consistent with those identified in the Task Force recommendations
and anticipates the initial PIIRMG kick-off meeting in the coming weeks. The estab-
lishment of the PIIRMG is an important component of our risk management efforts
in the area of Personally Identifiable Information, particularly as Treasury Bureaus
establish the capability to assess any Personally Identifiable Information-related in-
cident that may occur and make recommendations for corrective and risk-reduction
action to the PIIRMG.

Following OMB’s recent memorandum titled “Safeguarding Against and Respond-
ing to the Breach of Personally Identifiable Information,” over the next 120 days
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Treasury will review and reduce its current holdings of PII reduce them to the min-
imum necessary for the proper performance of a documented agency function. Treas-
ury will also, within 120 days, review its use of social security numbers (SSN) in
agency systems and programs to identify instances in which collection or use is su-
perfluous, as well as establish a plan in which it will eliminate the unnecessary col-
lection and use of SSN within eighteen months.

INFORMATION SECURITY

Question. The Inspector General has noted that the Department needs to improve
its information security program and practices to achieve compliance with the Fed-
eral Information Security Management Act and OMB requirements. The Act, as you
know, was meant to bolster computer and network security within the Federal Gov-
ernment and affiliated parties (such as government contractors) by mandating year-
ly audits. The IG’s 2006 evaluation disclosed deficiencies that constitute substantial
noncompliance with the Act.

What steps are you taking to come into compliance with that Act?

Answer. Providing adequate security for the Federal government’s investment in
information technology (IT) is a significant undertaking and the Department is
working towards improving its posture in this area. Our on-going efforts include
taking steps to refine systems inventory for completeness and consistency, issuing
Treasury policy in support of FISMA requirements, and strengthening the process
for security remediation efforts.

In the area of inventory management, the Department has defined the inventory
of major information systems (including national security systems) operated by or
under the control of the Department, as originally required by the Paperwork Re-
duction Act of 1995. As an indication of our progress, for the first time, in the OIG’s
2006 FISMA evaluation, it was noted that “[a]ll agency systems were accounted for
on the inventory.” Furthermore, Treasury issued Department-wide guidance on
major and minor systems to ensure a consistent Treasury-wide approach in com-
piling system inventories.

Treasury policy, in support of our FISMA compliance efforts, seeks to secure the
information and information systems that support the operations and assets of
Treasury, including those provided or managed by another agency, contractor, or
other source on behalf of the Department. Clarifying guidance has been issued for
contractor systems to ensure those systems are consistently and completely identi-
fied in the Department’s systems inventory and that they comply with security re-
quirements. Policy has also been issued to address acceptable system configuration
requirements and to define our vulnerability management policy. Developing policy
and ensuring compliance across the Department is an ongoing effort, but an area
in which progress is being made.

In order to strengthen Treasury’s remediation efforts, and come into compliance
with FISMA, the Department is developing a process for planning, implementing,
evaluating, and documenting remedial action (Plan of Actions & Milestones, or
POA&M) to address any deficiencies in the information security policies, procedures,
and practices. In 2006, our POA&M process was judged to be effective, a significant
improvement from 2005. Lastly, the Department continues to work to make
progress in improving the quality of the certification and accreditation of its sys-
tems, testing of security controls and contingency plans, incident reporting, and em-
ployee training on systems security. The President’s 2008 budget request includes
significant investments in information security, including $21 million for the IRS’
Computer Security Incident Response Center and network infrastructure security.

Question. Secretary Paulson, I understand that the United States is currently ne-
gotiating an OECD convention called the Large Aircraft Sector Understanding,
which deals with the financing terms of aircraft, and that the negotiations are near
conclusion. However, I have heard from U.S. industry that they do not believe their
concerns have been addressed in the context of the negotiations. I am advised that
the U.S. industry has prepared a comprehensive text that outlines its major con-
cerns.

Given that the health of the U.S. aerospace industry is critical to the economy,
the national security and the technological base of the United States, I respectfully
request that you meet with the industry group that prepared the report to discuss
the negotiations, and that you and your team at Treasury carefully review the in-
dustry position before agreeing to critical provisions put forward by the EU, which
could hinder the ability of American companies to compete.

Answer. The U.S. Government negotiating team, led by Treasury, has been in con-
tinuous contact with industry throughout the negotiating process. That process has
been underway for over two years. We will continue to consult intensively before
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reaching a final agreement. Over the past two months, the Deputy Secretary, Under
Secretary, and Assistant Secretary have all met with industry representatives to
gather their views.

These consultations have occurred primarily through the Department of Com-
merce-led Aerospace Industry Trade Advisory Committee (ITAC) and the Aircraft
Working Group (AWG—an international industry group for which Boeing serves as
Vice Chairman). The AWG has met with OECD negotiators on a number of occa-
sions, and has also provided formal written recommendations on the important com-
petitive elements of an agreement. Treasury has followed appropriate procedures for
reviewing the ITAC’s recommendations, and the positions taken by the U.S. nego-
tiators to date are in full accord with those recommendations.

Treasury officials and substantive experts met several times with key industry
representatives, including meetings as recently as the week of April 16th. In these
meetings, the detailed industry-recommended text was thoroughly examined point-
by-point, and U.S. negotiators worked with this text in discussions with other nego-
tiators at the OECD the week of April 23.

I can assure you that the provisions of this new agreement will ensure that U.S.
industry will remain fully competitive. We will support an agreement that provides
a level playing field for our exporters. The agreement will also sharply limit the
ability of foreign governments to provide subsidized financing for their aerospace in-
dustries’ exports. By limiting these subsidies, we will also limit subsidies that are
currently provided to foreign airlines and that disadvantage our domestic airline in-
dustry, which does not have access to such subsidies.

QUESTIONS SUBMITTED BY SENATOR SAM BROWNBACK

Question. You've asked for some increases in your budget in the areas of Ter-
rorism and Financial Intelligence and in the International economic policy area. Can
you tell me a little bit about the Treasury’s work in these areas and why these in-
creases are important?

Answer. The Terrorism and Financial Intelligence and International economic pol-
icy areas budget increases reflect the Department of the Treasury’s expanding mis-
sion in these areas.

Terrorism and Financial Intelligence

The Treasury, and the Office of Terrorism and Financial Intelligence, in par-
ticular, has requested additional resources to increase the implementation of strate-
gies and employment of targeted financial measures to disrupt and dismantle the
financial networks that support terrorism, WMD proliferation, and organized crime.
Targeted financial measures developed since 9/11 to combat terrorist support net-
works can and should be used to disrupt and dismantle the networks that support
other threats. These types of financial measures have proven effective, in part be-
cause they unleash market forces by highlighting the risks and encouraging prudent
and responsible financial institutions to make the right decisions about the business
in which they are engaged. Treasury uses designations strategically to disrupt spe-
cific sources, means, and mechanisms of terrorist financing, including radical
ideologues, charities and other sources and conduits of terrorist financing and sup-
port.

The fiscal year 2008 President’s budget requests additional analysts and produc-
tion officers for the Office of Intelligence and Analysis to support Treasury’s ability
to address emerging national security threats. This request will allow Treasury to
establish a permanent intelligence production structure, an essential component to
the timely and accurate production of intelligence information. In addition to this
initiative, OIA is seeking additional funds and personnel to expand the Depart-
ment’s ability to coordinate on terrorist-financing and WMD proliferation matters,
and to improve OIA’s working relationships with foreign intelligence services.

The Office of Terrorist Financing and Financial Crimes, the policy and outreach
apparatus for TFI, develops and implements strategies, policies and initiatives to
identify and address vulnerabilities in the United States and the international fi-
nancial system and to disrupt and dismantle terrorist and WMD proliferation finan-
cial networks. Treasury’s request would give the Office of Terrorist Financing and
Financial Crimes (TFFC) additional resources to devote specific policy advisors to
critical regions in the Western Hemisphere, Africa, and the Middle East-South Asia
nexus. Countries in these regions continue to provide a financial base for terrorists.
Additional advisors would allow TFFC to meet multiple strategic objectives, includ-
ing enhancing the Treasury Department’s ability to disrupt terrorist financial and
support networks and building the capacity of foreign governments to combat ter-
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rorist financing. Without adequate full-time staff dedicated to these region-specific
issues, U.S. strategic priorities and specific Treasury responsibilities cannot be ad-
dressed in a comprehensive or strategic manner.

TFFC has also requested additional resources to increase our development of
strategies toward rogue regimes and their corresponding networks. North Korea,
Syria, and Iran pose a constant threat to U.S. national security, and Treasury is
tasked with applying all appropriate financial measures towards pressuring these
rogue regimes, isolating them from the international financial system, and dis-
rupting their financial networks.

Treasury’s request would fund additional policy advisors to cover North Korea,
Syria, and Iran and would allow the Treasury Department to leverage tactical suc-
cesses to develop ongoing strategic approaches to bring additional financial pres-
sures. These positions would become the focal point for interagency efforts to bring
financial pressures to bear against these rogue regimes, enhancing Treasury’s abil-
ity to meet its strategic objectives and U.S. strategic priorities. In addition to achiev-
ing sustained, focused pressure on Iranian, Syrian, and North Korean WMD pro-
liferation finance, criminal and terrorist financing activities, Treasury would estab-
lish future strategies on emerging regimes of concern (e.g., Venezuela). These posi-
tions would also provide TFFC the ability to provide support and guidance to senior
NSC officials dealing with the relevant issues. This initiative is consistent and in
Zupport of Executive Orders 13338 and 13382 and Section 311 of the USA PATRIOT

ct.

The Office of Foreign Assets Control (OFAC), an office within TFI, is responsible
for administering and enforcing economic sanctions based on U.S. foreign policy and
national security goals against targeted foreign countries, terrorists, international
narcotics traffickers and those engaged in activities related to the proliferation of
weapons of mass destruction. Treasury’s request would also give OFAC additional
resources to implement U.S. economic sanctions policy. OFAC is committed to com-
bating terrorist networks and state sponsors of terrorism. New Executive Orders
with respect to Sudan and Syria were issued in 2006, and the Administration is also
extensively engaged with respect to Iran. Each new Executive Order and/or OFAC
designation of terrorists and their financial networks brings with it increasing de-
mands on OFAC’s enforcement, licensing, compliance and administrative support
components. Additional resources in these areas are requested to match the in-
creased tempo of new Executive Orders and Treasury designations.

In addition, the WMD sanctions program is a Presidential national security pri-
ority and these resources will be used to strengthen OFAC’s ability to track, identify
and designate financiers and other supporters of WMD proliferation. Publicizing the
designations, and assigning resources to enable OFAC to engage in outreach to the
private sector and with government agencies, will greatly assist the Treasury De-
partment in effectively isolating financiers and facilitators of WMD proliferation
from the United States and international commercial communities. This request will
also provide OFAC with additional resources to generally expand its enforcement ca-
pacity in support of investigation and blocking activities, which are critical to the
enforcement of sanctions.

International Affairs

With the increasing importance of global economics and dynamics, the Depart-
ment of the Treasury is increasing its international focus. First, the Executive Di-
rection area is seeking additional positions and funding to effectively manage the
U.S.-China Strategic Economic Dialogue (SED) and maximize the likelihood of
progress on issues of concern to the United States such as the Chinese currency,
energy and the environment, and intellectual property rights. The SED reflects the
growing relationship between the economies of the United States and China, and
is structured to provide a focused framework for addressing such issues of concern.

Additionally, the Department of the Treasury, in its role as chair of the inter-
agency Committee on Foreign Investment in the United States (CFIUS), has seen
its responsibilities increase exponentially. CFIUS is responsible for monitoring and
evaluating the impact of foreign investment in the United States, including for na-
tional security implications. In addition, CFIUS is the President’s designee under
Exon-Florio. In that capacity, CFIUS conducts in-depth national security investiga-
tions of transactions notified to CFIUS under Exon-Florio. The 2008 request in-
cludes additional resources to match the growth in transactions submitted for
CFIUS review.

The increase in CFIUS activity is described below:

—CFIUS investigated 113 transactions in 2006—a 74 percent increase over the

number of transactions for 2005 (65) and 85 percent more than the annual aver-
age (61). This increase can be attributed to a rise in cross-border merger and
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acquisition activity, an increase in international investor awareness of CFIUS
and its role, and higher scrutiny of the security concerns posed by acquisitions
of U.S. businesses by foreign-owned companies.

—The percentage of transactions that proceeded to a 45-day second-stage inves-
tigation also increased significantly last year, to seven from two in 2005. Sec-
ond-stage investigations require significant involvement of very high-level offi-
cials and commitment of staff resources.

—CFIUS member agencies negotiate security agreements with the parties to a
transaction in order to mitigate national security concerns raised by the trans-
action. In 2006 alone, 16 agreements were negotiated, which was 35 percent of
all CFIUS-related agreements negotiated since 1997. Last year CFIUS also pre-
pared two reports on notified transactions recommending to the President how
the case should be resolved. This is the largest number since 1990, when four
such reports were sent. Each mitigation agreement and report to the President
requires significant resources.

—CFIUS anticipates an even greater number of transactions to be filed in 2007
and plans to continue to conduct thorough reviews in the context of an open in-
vestment policy. We have received approximately 65 filings and negotiated five
mitigation agreements to date in 2007.

—CF1IUS has also increased its reporting to Congress, providing the relevant com-
mittees with information pertaining to every case once deliberative action has
concluded. We also provide periodic briefings to Congressional oversight com-
mittees on all cases for which deliberative action has concluded.

As you well know, the Department of the Treasury received funds in fiscal year
2007 to expand its overseas presence through the establishment of Treasury
attachés in countries such as Iraq, China and Afghanistan. Funding is requested for
the full fiscal year 2008 cost and FTE realization from this fiscal year 2007 initia-
tive.

The attaché program is essential for several priorities, including those related to:

—Building Treasury’s expertise on economic and financial sector issues and fos-
tering stronger substantive dialogues that can advance U.S. Government objec-
tives.

—Identifying policy or regulatory barriers to U.S. firms and exports, particularly
in the area of financial services.

—Strengthening cooperation with other countries to implement U.N. resolutions
and United States enforcement acti